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Attorneys for Defendants and N

Cross-Complainants City of San José
and Debra Figone, in her official capacity
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L. Bapa:
IN THE SUPERIOR COURT FOR THE ~ “8/3jas
COUNTY OF SANTA CLARA

SAN JOSE POLICE QFFICERS : Case No, 1-12-CV-225926 637 y F‘@(
ASSOCIATION,

_ [Consolidated with Case Nos. 112CV225928,

Plaintiff, 112CV226570, 112CV226574, 112CV227864]
v. | - DECLARATION OF ALEX GURZA IN
: SUPPORT OF DEFENDANTS' AND
CITY OF SAN JOSE, BOARD OF _ CROSS-COMPLAINANT’S MOTION FOR
ADMINISTRATION FOR POLICE AND SUMMARY ADJUDICATION
FIRE RETIREMENT PLAN-OF CITY OF '
SAN JOSE, and DOES 1-10 inclusive,, VOLUME 1
Defendants. _ EXHIBITS 1 THROUGH 8
| Date: April 23, 2013 -
AND RELATED CROSS-COMPLAINT | Time: %:00am.
AND CONSOLIDATED ACTIONS Dept.; 8
Complaint Filed: ~ June 6, 2012
Trial Date: None Set
I, ALEX GURZA, declare: |
1. I am a Deputy City Manager and the Director of the Office of Employee Relations

in the City Manager’s Office for the City of San Jose (hereinafter, “City”). I submit this
declaration in support of the City’s Motion for Summary Adjudication. [ have personal
knowledge of the facts set forth below and if called as a witness I could and would testify

competently thereto,
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2. I have been employed by the City of San Jose in the Ofﬁce of Employee
Relations since October 3, 1994. During that time, I have been responsible for the formulation
of City policies in connection with employee compensation and benefits and for the
negotiation of wages, benefits and other terms and conditions of employment with the labor
unions that represent City emplbyccs.

The City of San Jose’s Workforce

3. The City employs approximately 5400 ﬁlll—tiine equivalents (“FTEs”); FTEs are
the combined total number of budgeted full-time positions. For example, one full-time position
equals one FTE, and two half-time positions equal one FTE. The h‘xaj ority of the workforce is
organized. The followi.ng labor unions re'pre'sent City employeeé:

e Association of Buildmg, Mechanical and Electrical Inspectors (ABMEIL) —
approximately 67 FTEs.

» Association of Engineers and Architects (AEA), IFPTE Local 21 (Units 041,
042 and 043) — approximately 214 FTEs

e Association of .Legal Professionals (ALP) — approximately 36 FTEs

» Association of Maintenance Supervisory Personnel (AMSP), IFPTE Local 21 —
approximately 78 FTEs

. City Association of Management Personnel (CAMP), IFPTE Local 21 -
approximately 329 FTEs

e Confidential Employees’ Orgamzatlon (CEO), AFSCME Local No. 101 -
approximately 189 FTEs

e International Association of Firefighters (IAFF), Local 230 — appr0x1mately
646 FTEs \

o International Brotherhood of Electrical Workers (IBEW), Local 332 —
approximately 73 FTEs

o International Union of Operatmg Engineers, Local No. 3 (OF#3) —
approximately 664 FTEs

* Municipal Employees’ Federation (MEF), AFSCME Local 101 —~
approximately 1851 FTEs

o San Jose Police Officers’ Association (SJPOA) — approximately 1107 FTEs
4, The City workforce also includes two units of unrepreéented employees, the

Executive Management and Professional Employees (Unit 99), and Other Unclassified Non-
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Managemeht Employees (Units 81 and 82).

5. The City establishes terms and conditions of employment with its Jabor unions
through collective bargaining. Periodically, the City and labor unions enter into Agreements,
which are ratified by the union membership and approved by the City Council through enactment
of resolutions. If the City and labor ﬁnions cannot come to agreement, the City may implement
after impasse procedures the City’s Last, Best and Final Offer (“LBF”) by City Council resolution,
except that if the City and the unjons representing police officers and firefighters do not come 1o
an agreement, depending on the issue, the City Charter provides for interest arbitration to resolve
the dispute. For unrepresented employees, the City Council establishes compensation by
resolution. Retirees are not represented by any City iabor ﬁnion.

Plaintiffs In This Case

6. Plaintiffs in these five consolidated cases are either City labor unions or current and
retired former members of City labor unions; including:
o Plaintiffs in the Mukhar case are current and retired former members of the
Association of Engineers and Architects [Mukhar is president of AEA], and
Association of Maintenance Supervisory Personnel ([Dapp is president of
AMSP. ' :

¢ Plaintiffs in the Sapien case are current and retired former members of the
International Association of Firefighters (IAFF), Local 230.

o Plaintiffs in the Harris case are current and retired former members of fhe
International Union of Operating Engineers, Local No. 3 (OE#3).

¢ Plaintiff AFSCME is a labor union representing two City bargaining units
(Municipal Employees’ Federation [MEF] and Confidential Employees’
Organization [CEQ]). _

e Plaintiff STPOA is a City labor union.

City Retirement Plans

7. The City has two retirement plans, the Police and Fire Dep artment Retirement Plan,
for.police officers and firefighters, and the Federated City Employees’ Retirement System, for all
other employees. The provisions for these plans are established in the City Charter, City
Municipal Code and agreements with lébﬁr unioné. The plans ihclude both pension and retiree

health benefits. The plans are administered by two independent retirement boards, which invest

3 Case No. 112CV225926
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retirement funds, contract for audit and actuarial services, issue financial reports and determine
employee eli gibility for benefits. |

8. Based on actuarial reports, the boards establish yearly contribution rates to be paid
by employees and the City, as a percentage of salary, to fund employee retirement benefits.
Although the independent retirement boards determine the yearly centributions needed to fund the
plans, the Charter, Municipal Code and Iagrecments with unions determine how contributions are -
to be divided betWeen employees and the City. |

- Measure B

9. Beginning in 2009, the City’e contributions for retiree pensions began to
dramatically increase and create significant deﬁcits in the City budget. In September 2010, the
City’s Auditor released a report entitled “Pension Sustainabil ityi Rising Pension Costs Threaten |
The City’s Ability To Maintain Service Levels —- Alternatives For A Sustainable Future.” The

Auditor’s Report contained a number of recommendations to reform the City’s retirement systems

|| and decrease costs. A true and correct copy of the Audltor S report is attached as Exhibit 1.

10 In May 2011, the City Manager released the Fiscal Reform Plan with
recommendations to achieve cost reductions and/or new revenues for ‘;he General Fund to allow
for a restoration of services, including addressing increasing retirement costs.

11,  In2011, the City began to meet and confer with City unions over a plan to amend
the City Charter to reform the City’s retiremeﬁt systems. Under the requirements of Seal Beach
Police Officers’ Assn. v. City of Seal Beach, 36 Cal. 3d 591 (1984), the City met and conferred for
over a year but ultimately did not reach any consensus with unions over retirement reform
measures. |

12. In March 2012, the City Council voted to place Measure B on the ballot to amend
the City Charter’s retirement provisions. In June 2012, the voters enacted Measure Bby
approximately 70 bercent’ in favor of MeaSufe B. Soon after, City labor unions, employees and
retirees filed the five actions that were later consolidated under the caption for this case.

13.  Measure B contains provisions that address employee contributions to pension and

retiree health benefits, the creation of alternative pension plans, the end of a supplemental retiree
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benefit reserve, disability retirement requirements, and suspension of cost of living increases in the
event of an emergency, among other issues.

Employee Contributions Towards Pension Plans

14.  Measure B requires employees to make additional pension contributions to the
retirement system to defray pension plan unfunded liabilities unless they voluntarily elect to enroll
in an alternative lower cost plan. Specifically, Measure B Section 1506-A requires employees to |
make additional payments in increments of 4% of pensio nable pay per year, up to a maximum of
16% of pensionable pay per year, but no more than 50% of the costs per year to amortize any
pension plan unfunded liabilities. (Section 1506_-A).' Thése contributions are credited to
employeés’ retirement accounts.

15, Prior to the enactment of Measure B, City employees made “additional” pension
contributions under agreements between the City and its labor unions for the purpose of paying
towards the City’s unfunded pension liabiliti.es. City employees also made, or were requiréd by
the City to make, wage concessions as an altemétive to making additional pension contributions.
The City considers rétirement contributions, wages and other benefits to be part of “Total |
Compenéation-” for City employees. “Total Compensation” is the total cost to the City of pay and
beneﬁts, incl_uding base pay, retirement contributions, health insurance.,- and other benefits.

16.  As stated above, in 2009, the City faced significantly increased retirement
contribﬁtions towards employee pension benefits and a large deficit caused in large part by the
increased contributions. To nﬁitiga;te the City’s fiscal shortfall, in 2010 the City ne gotiated with

City unions to achieve a 10% reduction in total compensation for the purpose of reducing the

potentially significant service reduction and layoffs of City employees required to balance the City

budget. |
| 17.  In 2010, a coalition of City unions proposed that the City achieve this
compensation reduction by employees making an “additional” pension contribution to defray the
City’s réquired pension contributions. This coalition consisted of AEA, ABMEIL AMSP, CAMP,

IBEW and OE#3 (“Coalition”). (Plaintiffs in the Mukhar case are members and/or former

members of AEA and AMSP [Plaintiff Mukhar is premdent of AEA, plalntlff Dapp is president of
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AMSP], and plainti.ff_s in the Harris case are members and/or former members of OE#3.)

-18.  The SJPOA and IAFF also offered proposals to achieve compensation reduction via
employees making an “additional” pension contribution to defray the City's required pension
contributions. (The SJPOA is plaintiff in the S/POA case; plaintiffs in thé Sapien case are
members and/or former members of IAFF.)

19.  The Coalition unions took the position that the additional employee retirement
contribution of 10% could be authorized by an amendment to the Munibipal Code and did not
violate the City Charter. An initial proposal received from the Coalition stated:

5.1.2. Additional Retirement Contribution, |

Effective June 27, 2010 through June 28, 2011, ali employees will
make additional retirement contributions in an amount equivalent to
10% of total compensation effective June 27, 2010. The amounts so
contributed will be applied to subsidize and thus reduce the prior
service contributions that the City would otherwise be required to
make, The parties specifically understand that this agreement
neither alters nor conflicts with the City Charter Section 1505(c)
because under this agreement, employees wiil be subsidizing the
City's Section 1505(¢c) required contribution. This employee
retirement contribution is in addition to and apart from the empioyee
retirement contribution rates estabiished and approved by the
Federated City Employees’ Retirement System Board. This
additional employee contribution shall be reduced by half (50%)
effective the first payroli period for Fiscal Year 2012.

* & Kk Kk

In order to implement this provision, the City may be required to

 amend the Federated City Employees’ Retirement System by

- adopting an ordinance amending the San Jose Municipal Code.

These contributions shall be treated in the same manner as any other
employee contributions. Accordingly, these additional employee
contributions will be made on a pre-tax basis through payroli
deductions pursuant to IRS Code Section 414(h)(2) and wili be
subject to withdrawal, return and redeposit in the same manner as
any other employee contributions.

A true and cotrect copy of the Coalition proposal provided to the City, dated 6/18/10, 4:25
p.m., is attached as Exhibit 2. True and correct copies of additional union proposals by Coalition
members and by the SJPOA and IAFF to pay an increased employee contribution rate are attached

as Exhibi.ts 3 thru 6.
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20..  During the negotiatio.ns over the payment of the additional pension contributions,
representatives of {hc Coalition unions and the City, inclﬁding myself, discussed the legality of the
additional contributions under the Cityl Charter. Under the City Charter, the contribﬁ_tion rate to
pay for “current service or current service benefits” may not exceed the ratio of 3 for employees to
8 for the City, but the contribution rate to pay for “prior service or prior service benefits™ is not
subject to any ratio. The Coalition unions to.ok the position that the additional retirement
contributions for unfunded liabilities were to pay for “prior service” which is not subject to the 3
to 8 ratio under the Charter. Thus, the unions took the position that the employees could pay the
ehtire pension contribution required for the unfunded liabilities.

21. Ina letter dated June 17, 2010, the Coalition unions transmitted copies of their

proposal to make the additional pcnéion contributions to the Mayor and City Council. A true and

‘correct copy of the letter and attached agreements that we received is attached as Exhibit 7.

22.  During the City Council hearing on the proposal for employees to make additional
pension co ntribufions, Chriétopher Platten, an attorney representing members of the Coalition,
stated the position of his clients that the City Charter was not a barrier to employees paying the
increased contribution rates. | A transcript of his comments are attached as Exhibit 8.

23.  For the three vear period, 2010, 2011 and 2012, the union Agreements or Last Best
and Final Offers, with authorizing resolutions, are attached as Exhibits 9 thru 34 in alphabetical
br-der by union. The memoranda from myself and ofher City employees in connection with the
City resolutions contained in Exhibits 9 thru 34 were made By and within the scope of the
employees’ public duties, were made at or near the time of the act, condition or event described in
the memoranda, and reflect information from City financial and collective bargaining records.

24, During fiscal year 2010-2011, the following six unions agreed that their members
would pay additional employee pension contributions, both ongoing and one-time, as well as a
one-time base pay reduction, equivalent to approximately 10% of total compensation, except the
POA agreed that its. members would pay 5.25% in additional employee pension contributions on a
o.ne-time basis. The additional contributions and pay reductions .were' to be used to defray pension -

plan unfunded liabilities.
7 ' Case No. 112CV225926
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e Association of Engineers and Architects (AEA) (plai.ntiff Mukhar, lead plaintiff
in the Mukhar case, is president of the union). {Exhibit 11]

¢ Association of Maintenance Supervisory Personnel (AMSP) (plaintiff Dapp, a
plaintiff in the Mukhar case, is president of the union). [Exhibit 15]

o City Association of Management Personnel (CAMP). [Exhibit 17]

o International Brothef-hood of Electrical Workers, Local 332 (IBEW). [Exhibit
23]

e Operating Engineers, Local No. 3 (OE#3) (which represents plaintiffs in the
Harris case). [Exhibit 25]

¢ San Jose Police Officers’ Association (SJPOA) (plaintiff in the SJPOA case).
{Exhibit 29]

True and correct copies of the Agreements, and authorizing fesblutibns are attached as
indicated above next to each union,

'~ 25.  The following unions or groups agreed to a wage reduction rather tha.n paying
additional emplbyee pension contribution rates, or the City imposed a wage reduction in the form
of a Last Best and Final Offer or by resohution:

¢ Association of Building, Mechanical and Electrical Inspectors (ABMEI).
[Exhibit 9] | .
. Asspciation of Legal Professionals (ALP). [Exhibit i3]
e Executive Management'and Professional Employees (Unit 99). [Exhibits 32,
- 33]
o Other Unclassified Non-Managément Employees (Units 81 and 82). {Exhibit
32, 33] '

True and correct copies of these Agreements or Last Best and Final Offers, and authorizing
resolutions, are attached as indicated above next to each union.

26.  Only three bargaining units did not come to an agreement with the City during
2010-2011. The Internétionai Association of Fireﬂghtéts (IAFF), Local 230), which represents
plaintiffs in the Sapien case) had a Memorandum of Agreement (MOA) that expired in 2009, did

8 ' Case No. 112CV225926
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not come to any agreement with the City during 2010-2011, but came to an agreement with the
City in 2011 to take an approximate ongoing 10% wage reduction. (Exhibit 21) Confidential
Employees’ Organization (CEQ), AFSCME Local 101 (Exhibit 20) and Municipal Employees’
Federation (MEF), AFSCME Local No.- 101 (represented by plaintiff in the AFSCME case)
(Exhibit 28) had a closed contract in 2010-2011, but in 2011-2012 the City imposed an
approximate 12% wage reduction as part of the City’s Last, Best and Final Offer. True and
correct copies of these Agreements or Last Best and Final Offers, with authorizing resolutions, are
attached as Exhibits 20, 21, and 28,

27.  The union agreements to pay additional employee pensio.n contributions contained
substantially similar provisions. For example, the 2010-2011 MOA between the City and the
IAssociation of Engineers and Architects (AEA Unit 43), of which plaintiff Mukhar is the
president, states at Section 10.1.1: - '

On-Going Additional Retirement Contributions. Effective June 27,
2010, alt employees who are members of the Federated City
Employees’ Retirement System will make additional retirement
contributions in the amount of 7.30% of pensionable compensation,
and the amounts so contributed will be applied to reduce the
contributions that the City would otherwise be required to make
for the pension unfunded liability, which is defined as all costs in
both the regular rétirement fund and the cost-of-living fund, except
current serviee normal costs in those funds. This additional
employee retirement contribution would be in addition to the
employee retirement contribution rates that have been approved by
the Federated City Employees” Retirement System Board. The
intent of this additional retirement contribution by employees is
to reduce the City’s required pension retirement contribution
rate by a commensurate 7.30% of pensionable compensation, as
illustrated below . . . “: [Emphasis added]

In addition, the union agreed to an additional one-time additional pension contribution “In
the amount of 3.53% of pensionable compensation, and the amounts s0 contributed will be
applied_to reduce the contributions that the City would otherwise be required to make
during that time period_ for the pension unfunded liability. ... (Section 10.1.2) [Emphasis
added] |

28.  The unions also agreed to the City amending the Municipal Code to .provide for the

payment by employees of these “additional contributions.” The AEA agreement stated: “The

9 : Case No, 112CV225926
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parties understand that in order to implement this provision, an amendment must be made to the

{ Federated City Employees’ Retirement System that requires an ordinance amending the San Jose

Munibipal Code.” (Exh. 11 at Section 10.1.4.) The POA agreement stafed: “The parties
understand that in order to implement this provision, an amendment must be imade to the Police &
Fire Department Retirement Plan that requires an ordinance amending the San Jose Municipal
Code.” (Exh. 29 at p. 3 of POA’s Memorandum of Agreement,) See Exhibits 11, 15, 17,23, 25,
and 29.

29.  As agreed with the unions, the City amended the Municipal Code provisions for
both the Federated Plan and Police and Fire Plans to authorize payment by employees of
additional pensioxi contribuﬁo_ns and provide that these contributions could be used fo offset the
City’s pension cox_ltributions. (See Mur.iicipal. Code 3.28.7735, 3.28.955 [Federated], 3.36.1525
[Police and Fire].) | |

30.  Most of the additional employee contributions and/or wage reductions for fiscal
year 2010-2011 equaled apﬁroximatély 10% of employee total comp_énsation. Iﬁ the following
two fiscal years, 2011-2012 and 2012-2013, the unions that had agreed to the additional employee
contributions agreed to take the 10% reduction in total compensation as a straight wage reduction,
and other unions agreed to ték_e or continue to take wage reductions. For those unions that did not
agree, thé City imposed a wage reduction as part of the City’s Last, Best and Final Offer. True and
correct copies are attached as Exhibits 10, 12, 14, 16, 18, 20, 22, 24, 26, 28, 30, 31, and 34.

31.  During negotiations over compensaﬁon, the City and its employee unions have
treated increased employee pension contribution rates as interchangeable with wage decr_eases.
Boﬂl are clements that reduce “Total Compensation,” which is the total cost to the City of pay and
benefits, including base pay, retirement contributions, health insurance, and other benefits.
Incre'as_ed employee pension contributions have some advantages over wages for émployees. The
deductions are made pre-tax and are credited to the employee’s retirement account, which means
that if the employee leaves employment with the City, the employee has the option of taking the

balance of the retirement account. During the later negotiations, the City received an e-mail from

a union representative making these points. A true and correct copy is attached as Exhibit 35.

10 : Case No. 112CV225926
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Employvee Contributions Towards Retiree Healtheare

32.  Measure B requires that: “Existing and new employees must contribute a
minimum of 50% of the cost of retiree healthcare, including both normal cost and unfunded
liabi_litieé.” (Section 1512-A: Retiree Healthcare.)

33.  Under the Municipal Code, the City’s retirement plans subsidize retiree health care

premiums for eligible retirees who have 15 or more years of service with the City. The retirement

-p.lans pay 100% of the premium for the lowest cost plan, offered by the City, fbr either single or

family coverage, Payments for retiree medical premiums are made from a retirement system
medical benefits fund, or a trust fund, Which are accounted for separately from the pension funds.

34,  Inthe case of both the Federated and the Police and Fire Retirement Plans, the
Municipal. Code réquircs that employees and the City make contributions towards retiree medical
benefits on a one to one ratio. (Municipal Code 3.28.385(C); 3.36.575(D).)

35.  Contribution rates for retiree healthcare benefits, which are separate from pension
contribution rates, are'establiéhed by the independent retirement boards based on data from fhe |
board’s actuary. Historically, the contributions from employees and the City did not fully prefund
the cost of employee retiree healthcare benefits. In 2007, the. City begaﬁ to address the new
GASB reporting standafds that required state and local govemﬁents to disclose the full cost of
“unfunded actuarial liabilities” for “Other Post-Employment Benefits” (“OPEB”) such as retiree
heaithcare. | | _

36.  Actuarial studies reported thé City's unfunded liability for retiree health care to be
as high as $1.65 billion, if it did not prefund fhe health care costs, and $1.14 billion if it fully
prefunded thé costs. Attached as Exhibit 36 is a true and correct copy of a Memorandum dated
July 24, 2007, from myself and others to Mayor and City Council, regarding “Retiree Healtheare.”

The memorandum attaches true and correct copies of reports received by the City from two

actuaries; Report from Bartel Associates, LLC, re “Retiree Healthcare Plan, June 30, 2007,

Federated City Employees™; Letter from Segal Company, dated January 12, 2007, Re Police and
Fire Plan GASB Results. True and correct copies of the reports are attached as Exhibits 37 and 38.

37.  After receipt of these reports, the City Council directed City staff to begin
| 11 Case No, 112CV225926
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negotiations with City unions over contributions towards payment of the full “Annual -Réqui_red
Contribution” (“_ARC”) - the contribution needed on an annual basis in order to cover the
estimated costs of the retiree health care benefit for current and future retirees. The ARC is
expressed as both a dollar amount and as a pei;centage of payroll.

38.  Beginning in 2009, the City r_eaéhe'd agreement with most City unions for
employees and the City to continue paying the cost of retiree healthcare on a one-to-one ratio, and
to phase in .additional employee and City contributions, in the same ratio, to eventually fully fund
the ARC.

39,  The City reached agreements with the following unions:

e Agssociation of Building, Mechanical and Electrical Inspectors (ABMEI);

e Association of Engineers and Architects, IFPTE Local 21 (AEA Units 41/42
and 43) (plaintiff Mukhar, lead plamhff in the Mukhar case, 1s president of the
uniony;

e Association of Maintenance Supervisory .Personnel, IFPTE Local 21 (AMSP)
(plaintiff Dapp, a plaintiff in the Mukhar case, is president of the union);

e City Association of Management Personnel, IFPTE Local 21 (CAMP),
o International Brotherhood of Electrical Workers, Local No. 332 (IBEW);

. Municipal Employees’ Federatlon, AFSCME Local 101 (MEF) (plaintiff in the
AFSCME case),

s (Confidential Employees QOrganization, AFSCME Local 101 (CEO),
» San Jose Police Officers’ Assoc1at1on (plaintiff in the SJPOA case); and

o International Association of Firefighters (IAFF), Local 230 (representative for
employee plaintiffs in the Sapien case); the agreement with IAFF was reached
in 2011 and the City and employees represented by JAFF began to phase in
additional retiree healthcare contributions starting in 2011, ©

True and correct copies of these Agreements and authorizing resolutions with unions are
attached as Fxhibits 39 (agreement covering ABME], AEA, AMSP, CAMP, IBEW, MEF, and
CEQ), 40 .(resolution approving agreement), 41 (resbl ution and agreement covering POA), and 21

(resolutiori and agreement covering IAFF).

12 Case No. 112CV225926
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40. . A typical agreement with the Federated unions stated:

The City and the Employee Organization agree to transition from
the current partial pre-funding of retiree medical and dental
healthcare benefits (referred to as the “policy method™) to pre-
funding of the full Annual Required Contribution (ARC) for the
retiree healthcare plan (“Plan”™). The transition shall be
accomplished by phasing into fully funding the ARC over a period
of five (3) years beginning June 28, 2009. The Plan’s initial
unfunded retiree healthcare liability shall be fully amortized over a
thirty year period so that it shall be paid by June 30, 2039 (closed
amortization). ....The City and Plan members (active employees)
shall contribute to funding the ARC in the ratio currently provided
under Section 3.28.380(C)(1) and (3) of the San Jose Municipal
Code. Specifically, contributions for retiree medical benefits shall
be made by the City and members in the ratio of one-to-one. . . .
(Exh. 39, AEA, MOA, Section 12.1)

41.  The payments of the full ARC were to be phased in incrementally but: “[Bly the
end of the five year phase-in, the City and plan members shall be contributing the full Annual
Required Contribution in the ratio currently provided under Section 3.28.380 (C) (1) and (3) of the
San Jose Municipal Code.” (Exh. 39, AEA, MOA, Section 12.3) |

42.  The unions also agreed that amendments to the Municipal Code in accordance with
this agreement were to be made and that “(t)he City and the Employee Organization further agree
that the Muhicipal Code and/or applicable plan documents shall be amended in accordance with
the above agreement and that the Employee Organization will support such amendments.” (Exh.
39, AEA, MOA, Section 12.2.) .

43.  This or similar-language was agreed to by all Federated unions that are plaiﬁtiffs in
these consolidated actions or who represent individuals who.are plaintiffs in these consolidated
actions, with the exception of the Operating Engineers (OE#3), which répresents the Harris
plaintiffs. The City imposed these terms on QF#3 as part of the City’s Last, Best and Final Offer.
True and correct copies of the Last, Best and Final Offer, and authorizing resolutions, are attached
as Exhlblts 42 and 43,

44,  The SJPOA and IAFF also agreed to pay towards the full ARC, but with some
additional proi/isions. Their respective agreements cap the contribution towards paying the full
ARC at 10% of pensionable pay for employees and provide for meet and confer and dispute

resolution 'procedures for amounts over that percentage. True and correct copies of those
13 Case No. 112CV225926
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Agreements, and authorizing resolutions are attached as Exhibits 41 (POA) and 21 (IAFF).
45,  The memoranda from myself and other City employees concerning retiree

healthcare benefits and the memoranda concerning or attached to the City’s authorizing

resolutions, Exhibits 36 thru 43 and 21, were made by and within t.he.scope of the c'mployees’

public duties, were made at or near the time of the act, condition or event described in the
memoranda, and reflect information from City financial and collective bargaining records.

_‘._Sgpblemental Retiree Benefit Reserve

46.  Measure B stafes_, “The Sﬁpplcmental Retiree Benefit Reserve (“SRBR”) shall be
discontinued, and the assets returned to the appropriate retirement trust fund. Any supplemental
payments to retirees in addition to the benefits authorized herein shall not be funded from plan
assets,” (Measﬁre B, § 1511-A)

47. Under the Municipal Code, the Supplemental Retiree Benefit Reserve (“SRBR™)
was a feature of both the Federated and Police and Fire retirement plané. The SRBR prOvided_
retirees with a so-called “13™ check” on top of their other existing pension benefits (a monthly
pension; a retirement healthcare preinium subsidy; and a 3% yearly COLA.)

48..  Employee pension contribution rates to the retirement systems have not included
any amounts speéiﬁcally attributable to the SRBR. |

49, - Beginning in 2009, the retirement funds bégan to experience significant increases
in unfunded liabilities. The large unfunded liabilities resulted in an anomaly. Although the
retirement systemé had large unfunded liabilities, fhey earned enough in a particular year to have

“excess earnings” for the year — as defined in the Municipal Code — to fund the SRBR. And under

the resolutions that established the methods for disiribution to retirees, the SRBR in turn had

sufficient funds to make supplernental distributions to retirees.

50, Attached as Exhibit 44 is a true and correct copy of a Memorandum dated October
22, 2010, from Debra Figone, City Manager to Honorable Mayor and City Council re “Sﬁspension
of SRBR Pajzments.” '
51.  Attached as Exhibit 45 is a true and correct copy of a Memorandum dated May 13,

2011 from Debra Figone, Cit-y Manager to Honorable Mayor and City Council re “Continued
' 14 Case No. 112CV225926
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Suspension of SRBR Payments.”

52.  Attached as Exhibits 46 thru 48 are true and correct copies of a Memorandum dated
April 9, 2012, from Debra Figone, City Manager to Honora’ble'Mayor and City Council re
“Suspension of SRBR Payments” at pp. 4-5 (Exhibit 46); Letter dated January 13, 2012 from
Cheiron re Federated Plan Supplemental Retiree Benefit Reserve as of June 30, 2011 (Exhibit 47);
Letter dated March 29, 2012 frnm Cheiron re Police and Fire Retirement Plan Supplemental
Retiree Benefit Reserve as of June 30, 2011. (Exhibit 48)
| 53.. In the memoranda to the City Council, the City Manager recommended suspensiou'
of SRBR distributions due to “the plans’ significant unfunded liabilities.” The memoranda
attached as Exhibits 44 thru 48 were made by and within the scope of the employees’ public
duties, 'were_.made at or near the time of the act, condition or evént described in the memioranda,
and contain information obtained from City financial records.

54, Beginning in 2010, City Council enacted resolutions to suspend distribution of
Federated SRBR funds for the f'lscal_years 2010-201 I, 2011-2012, and 2012-2013. Beginning in
2010, the Council enacted ordinances to suspend dist:ribntion of Police and Fire Plan SRBR funds
for the same fiscal ye ars. |

55, In2011, a number of City unions either made proposals or entered into tentative
agreements for the elimination of the SRBR. in part or in whole. Attached as Exhibits 49 thru 53
Tentative Agreements with ABMEL (Exnibit 49), IBEW (Exhibit 50), OE#3 (Exhibit 51), CEO
(Exhibit 52), and MEF (Exhibit 53), to eliminnte SRBR completely. |

56.  After the enactment of Measure B, the City Council enacted Ordinance Number
29174 amending the Municipal Cone to terminate the Federated SRBR and return its funds to the
general retirement fund. The ordinance became effective on January 4, 2013. A true and correct
copy of the Ordinance is nttached as Exhibit 54. The City Council also enacted an ordinance
amending the Municipal Code to terminate the Police and Fire SRBR and return its funds to the
general retirernent fund. The ordinance was enacted on January 29,2013, and wi.ll becnme

effective on March 1,2013. A true and correct copy of this ordinance is attached as Exhibit 55.
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Retirement System Acfuarial Reports

57. The fwo City retirement systems, and somc?ﬁnes the City itself, obtain actuarial
reports concerning retirement system funds, Habilities and contribution rates o the systems for the
City and employees. Attached as Exhibits 56 thru 61 are true and correct copies of the following
reports received from system actuaries. | ‘

Cheiron, February g8, 2012, Letter to Board of Administration re 5-Year Budget Projections
for Federated. [Exhibit 56] “

_ Cheiron, February 21, 2012, Letfer to Director of Retirement Services, Police & Fire
Department Retirement Plan re 5-Year Budget ?ro}ections for Police & Fire. [Exhibit 57]'

Cheiron, December 2012, Federated City Employees’ Retilement Systemn, June 30, 2012

Actuatial Valuation, [Exhibit 58] |
' Cheiron, December 2012, City of San Jose Police and Fire Depanment Retirement Plan,
June 30, 2012 Actuarial Valuation. [Exhibit 59] _

Cheiron, January 17, 201 3,. San Jose Federated City Employees’ Reti;‘ement System, June

30, 2012 OPEB Actuarial Valuation R(;:sults. [Exhibit 60] _
_Cheiron, February 7, 2013, City of San Jose Police and Fire Department Retirement
System, June 30, 2012 OPEB Actuarial Valuation Resglts. [Exhibit 61]

I declare under penalty of perjury under the laws of the State of California that the

foregoing is true and correct and that I executed this declaration on February ! ?/] ,2013 in

54,.1 j DL , California. .

"Alex Guiza

2046124.1
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CAPITAL OF SILICON VALLEY . - Office of the City Auditor
: - Sharon W. Erickson, City Auditer |

September 29, 2010

Henorable Mayor and Members
of the City Council

- 200 East Santa Clara Street

San jose, CA 95113

Pension Sustainability: Rising Pension Costs Threaten the City’ s
Ability to Maintain Service Levels -
Alternatives for a Sustainable Future

The City of San Jose provides two defined benefit retirement plans for City employees; the Police and
Fire Department Retrement Plan {Police and Fire) for sworn employees, and the Federated City
Employees’ Retirement System (Federated) for zll other benefited City employees. In addition, the City
offers a volyntary 457 deferred compensation plan for employees to supplement their savings. City
empioyees do not participate in the Federal Social Security program,

The purpase of this audit was to assess the long-term sustainability of the Clity's pension benefits and
the potential impact of increases in pension costs on City operations, and provide background on
pension reform alternarives being pursued by other retirement systems,

This zudit focuses on penéion benefits. Chapter | of the report provides background information about
the City's pension benefits. The City also fices cons:derable challenges with regard its obligations-for
retiree healthcare, :

Pension benefit increases had dramatic impacts on costs even before recent market losses.
" Chapter 2 describes how, over time, the City's two retirement plfans have changed significantly. New
‘and enhanced benefits have been added since voters approved minimum benefit levels in 1965. Over
the past 20 years, total annual pension benefits paid out of the retirement funds have grown seven fold.
The City's annual contributions into the retirement funds to pay for pension benefits doubled from FY
1998-99 wo FY 2009-10 and pension contribution rates as a percentage of payroil have grown sharply.

As of June 30, 2009, the City's estimated liability for pension benefits totaled $5.4 billion. Ax a result of
losses suffered during the 2007-09 economic downturn, the market value of assets as of june 30, 2009
totaled just $3.4 billion and the City had an estimated unfunded pension liability of $2 billion based on
the market value of assets. Because of the actuarial method of smoothing gains and losses over time,
recent market gains and losses have not been fully recognized for acwarial purposes (e.g. the actuarial
value of assets as of June 30, 2009 was $4.3 billion) nor reflected in the actuarally determined

200 E, Santa Clara Street, San José, CA 9sii3
Telephone: (408) 535.1250  Fax {408) 292-6071 Website: mvwsan;osecagovfaudztorl

GURZA000003



contribution rates to date. In spite of recent swong investment returns (the market value of assets total
$3.8 biffion as of June 30, 20190), previous losses are expected to push conwribution rates higher as they
are recognized in the coming years. Furthermore, the declining rativs of employees to retirees and
" benefidaries creates 2 risk of higher contribution rates. As of June 30, 2009, the City also had a
$1.4 bilfion unfunded fiability for its other post employment benefits (OPEB) based on the market value
of assets.

Rising pension costs threaten the City's ability to maintain service levels. Chapter 3
addresses the question of sustainability. Personnel casts account for about two-thirds of General Fund
expenditures and an ncreasing portion is attributable to retirement contributions, By FY 2014-15,
“annual pension and other post-employment benefit (OPEB) contributions are projected to reach 25
percent of total General Fund expenditures, up from {7 percent in Y 2010-1[ and 6 percent in fiscal
year 2000-0F, Recent budget deficits required cuts to services, iayoffs, and concessions from empioyee
bargaining groups. Projected future deficits, in part due to rising pension costs, will require slm:!ar
considerations.

The City's unfunded pension labillty has grown dramatically in recent years, As of

- June 30, 2009, the City's unfunded pension liability was $2 billion on a market vaiue basis. Chapter 4
describes the reasons for the rise in the unfunded Habllity. Cne reason, of course, was Investment losses
totaling about $978.8 million which were incurred from 2007-2009. In spite of recent investment gains
of $512 million, those losses will continue to affect the City's unfunded liobility over the next few years
because of the actuarial method of recognizing or smoothing gains and losses.

Anothar reason for the growth in the unfunded liability was the granung of retroactive benefit
enhancements. Because San Jose residents are ultimately responsible for pension costs and retroactive
benefit enhancements can create unfunded [abilities, we recommend the City Council “explore
prohibiting (1) penslon benefit enhancements without voter approvat and (2) retraactive pension benefit
enham:ements that create unfunded Habilities.

Another significant reason for the rise in the unfunded liabikity is that the assumptions used by the plans' -
Aactuarles to calculate pension liabilities and contribution rates did not hold true. This resuited in about
$750 million being added to the unfunded liability between June 30, 2007 and June 30, 2009. Actuarial
assumptions represent expectations about future events such as Invesument returns, member mortality
and retirement rates, and salary increases, among others. Actuaries use those assumptions to calculate
pension Habiiities and contribution rates. Ta ensure the reasonableness of the methods and assumptians
used in the plans’ actuarial vajuations, we recommend the City Council amend the Municipal Code to
require an actuarial audit of such vakuations every five years if the actuary conducting the valuation has
not changed in that time,

Individual components of the City’s pension plans have different impacts on overail costs,
Chapter 5 provides information about the major cost drivers of the City's pension costs. Two major

drivers of those costs are the age at which members are eligible to receive benefits (50 for Police and
~ Fire:and 55 for Federated) and the plans’ guaranteed annual 3 percent cost-of-living adjustient (COLA),
‘Other provisions also have varying impacts on overalf cost.

There are alternatives {or a sustatnable future. The City has limited legal maneuverability in how
it could change its pension plans for current emgloyees. Nonetheless, it is important that the City move
aggressively 1o rein in pension costs that threaten the stability of the General Fund and the services it
provides to the residents of San Jose. it is important to start somewhere, and it is important to start
now, Chapter 6 briefly outlines some alternatives and our recommendation that the City Council -
pursue at Jeast one or a combination of pension cost-containment strategies, including: (1) additional
cost sharing by employees, {2) ei:mimtmg or at least prohibiting transfers in and distribution of

ji
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supblementai benefits when the plans are underfunded, (3) prospective changes in the plans for existing
employees, (4) a second tier pension for new hires, andfor (5) joining CalPERS.

The City will continue to face considerable financial risks from rising pension costs for -

" years to come. There is a risk that even If the City implements the recommendations in this audit,

-pension costs may stili be unsustainable, Because of the risks of rising pension costs to the City's

firancial and budgetary future, in Chapter 7 we recommend that the Retirement Services Department

(1) provide an annual report to the City Council that includes updates on the flnancial statis of the

plans, forecasts of pension costs, and sensitivity analyses showing best and worst case scenarios, and (2)

provide an annual summary report to plan members that includes summary financial and actuarial data in

an asaly aceessible formac.

1 will present this report at the Qctober 21, 2010 meetmg of the Public Safety, Flnance, and Strategic
Support Committee: We are releasing this report well advance of the Committee meeting so that the
report can also help inform the work of the General Fund Structural Deficit Elimination Plan
Stakeholder Group. The Administration has reviewed the information in this report and their response
is shown on the yeliow pages. '

Respectfully submitted,
O, 10, e

Sharon W. Erickson

City Auditor
finaior
SE:bh .
Audit Team:  Steve Hendrickson =~
Joe Reis
Diana Chavez
Jazmin LeBlanc
« Debra Figone Russell Crosby
Deanna Santana Scott johnson
Richard Doyle ~  Jennifer Maguire
Moliie Dent Kim Walesh
Alex Gurza - Danielie Kenealey
Aracely Rodriguez Michael Moehle

Ed Shikada Mark Danaj
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Glossary

(Glossary itemns italicized in text of audit)

Actuarigl Assumptions; Assumptions representing expectations about futire events {eg,
expected iavestment returns on plan assets, member retirement and mortality rates, future

salary increases, or inflatfon) which are used by actuaries to calculate pension libilities and
contribution rates. Unfunded liabilities (see below) can grow when actuartal assumptions de not
hold true. . .

Actuarial Va;g,!gg jon: Technical reports conducted by actuaries that measure retirement plans’
assets and liabilities to determine funding progress. .They also measure current costs and
contribution requirements ¢ determine how much employers and employees should contribute
to maintain appropriate benefit funding progress.

Actuary: Professionals who analyze the financlal consequences of risk by using mathematics,
statistits, and financial theory to study uncertain future events, particularly those of concern to
insurance and pension programs. Pension actuaries analyze probabilities related to the
demographics of the members in a pension plan {e.g., the likelihood of retirement, disability, and -
death) and economic factors that may affect the value of benefits or the value of assets held ina -
pension plan's trust {e.g. investment retumn rate, inflation rate, rate of salary increases),

Actuariat Accrued Liability (or Pension Liability): The value today of all past rormal costs

(see below). Retired employees are no longer accruing benefits, so their actvarial accrued
liability is the entire value of their benefit. The Hability represents the value of benefits promised
to employees and retirees for services already provided, Thls concept applies to both the
pension liabilicy and retiree health care fiabilities.

Annual Required Contribution (ARCY: ‘The amount of money that actuaries calculate the
employer needs to contribute to the retirement plan during the current year for benefits to be
fully funded over time,

Experience Gains/Losses: . Gains or fosses that arise from the difference betweeri actuarial
assumptions about the Tuture and actual outeomes in an organization’s pension plan.

Market Gains/Losses: Gains or Josses that arise from an increase or decrezse in the market
vaiue of a plan’s assets, including stock, real property, and investments,

Normal Cost: The portion of the total present value of benefits that actuaries aliocate o each
yedr of service, it can be thought of as the anpual premium that the employer must contrib ute
to {und the benefit. {tis part of the ARC (see above).

Smoothing of Gains/l.osses: Actuarial methad of spreading, or smoothing, market gains and
losses over a period of time (five years for both thé Police and Fire and Federated plans). The
purpose of smoathing Is to minimize short-term, year-to-year contribution rate fluctuations
which may result from market swings. The smoothed assec value is also known a5 the actuarial
valug of assets.

Unfunded Liability: Thisis the unfunded pension obligation for prior service costs, measured
as the difference between the acerued fiability and plan assets. When using the actuarial vaiue of
plan assets, it is also referred to as the Unfunded Actuarfai Accrued Liability.

iv

GURZA000010



Chapter |

' Introduction

In accordance with the City Auditor's 2010-11 Work Plan, we have completed an audit

of the sustainability of the City's pension systems. We conducted this performance
audit in accordance with generally accepted government auditing standards, Those
standards require that we plan and perform the audit to obtain sufficient, appropriate
evidence to provide a reasonable basis for our findings and conclusions based on our
audit objectives. We believe that the evidence obtained provides a reasonable basis
for our findings and conclusions based on our audit objectives. We fimited our work
to those areas specified in the Audit Oblective, Scope, and Methodology section of this
report.

The City Auditor's Office thanks the Retirement Services Department, the Board
members of the Federated City Empioyees’ Retirement System and the Police and Fire
Deparvment Retirement Plan, and the Office of Employee Refations for giving their
time, information, insight, and cooperation during the audit process.

Background

The City of San José (City) provides two retirement plans for City employees: the
Police and Fire Department Retirement Plan (Police and Fire) for sworn employees
and the Federated City Employees’ Redrement System (Federated) for alt other
benefited City employees.

" City employees do not participate in the federal Social Security program. This

mezns that most City empioyees do not contribute to Saciai Security or earn quarters

towards Sociai Security benefits while empioyed by the City of $an josé. Furthermore,

any Social Security benefits they receive as a result of their employment eisewhere may
be reduced based on the fevel of benefit they receive from the City's retirement plans.
City employees hired after March 31, {986 pay mandatory Medicare withholdings.

Other Plans

Members of the City Councli and the Mayor are not members of the City's retirement
plans. The City Council and the Mayor are given the option to participate in the
California Public Employees Retirement System (CalPERS) or the City's Part-time,
Temporary, Contract (PTC) 457 Deferred Compensation Plan. Counciimembers
make retirement contributions into CalPERS or the PTC pian through bi-weekiy
payroll deductions, and the City makes it contributions on a bi-weekly basis,

A few Redevelopment Agency (RDA) staff wha are benefited City employees are
members of the Federated Retirement System. RDA staff whe are not employed by
the City participate in a defined contribution 401 (a) plan to which the RDA contributes
9 percent of base salary and employees contribute 3 percent of base salary, in

addition, the RDA and its employees pay into the Sociai Security program.
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In accordance with federal regulations, the City also provides a retirement plan (the
PTC 457 Deferred Compensation Plan) to its part-time, temporary, and contract
employees who do not qualify to be members of the Police and Fire or Federated
plans. Participants are required to contribute 3.75 percent of gross carnings which is
-matched by the City. This plan is in-lieu of Social Security, of which the City Is not 2

participant, as noted previously.

tn addidon, the City offers a voluntary 457 Deferred Compensation Plan for employees
to supplement their retirement savings. As of September 30, 2009, 72 percent of City
employees participated in the 457 plan.

Pension Formulas and Benefits

Both Police and Fire and Federated Plans are defined benefit plans, meaning that the
City provides a stable benefit based on a retirees’ years of service with the City and
their final compensation.t This is in contrast to a defined contribution plan such as
2 404({k) Plan, whereby retirement benefits are solely determined by the amount of
assets that are availabie in the funds which had been accumulated over time by
employer and employee contributions and investment earnings.

The City Charter (Charter) spells out the minimum pension benefits the City provides

for employees. The Charter aliows the City Counctl, at its discretion, to grant greater

or additional benefits, Sworn employees may also be awarded additional benefits
through binding zt‘bltﬁltlon

Exhibit | shows the current base pension formulas for the two plans.

Exhibit {: Current Base Pension Fermulas fer the City’s Retirement Plans

Police and Fire - Federated
“”'T.’E‘ﬁgiﬁ]'ii& ‘‘‘‘‘‘‘‘‘‘ 1 "Age 50'with 25 years of service, S5 with | Age S5 with 5 years of service'
. 20 years or any age with 30 years -1 orany age with 30 years
Benefic Formula | Police members T8 5% of Snal compensation for
2.5% of final compensation for each of | eath year of service

the first 20 years of service, plus 4% per
“year of service in excess of 20 years of
service

Hire members

2.5% of final compensation for eath of
the firse 20 years of service; 3% per year
e . . |_ofservice if 20 or more years of service
Maximum. $(5Z of final compensation

___dllowable benefic
"Bource: Son josé Municipal Code

' Fina! compensation is determined as the averﬁge base pay of an empioyee's highest 12 consecutive month
peciod with the City, In general, this does notinclude overtime or special pay,

! The binding interest arbitration process occurs when the City and the police or fire unions are unable to reach
an agreement on a Successor mamorandum of agreement (MOA] during labor contract negotlations and after the
impasse resolution procedures have bean completed,
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tn addition to the base pension formulas, other pension benefits include dasablitty and
survivor benéfits, annual cost-of-living adjustments (COLAs), and supplementat benefits
through the plans' Supplemental Retiree Benefit Reserves (SRBR).  Besides those
pension benefits, the Clty provides other post-employment benefits (OPEB) such as
reciree medical and dental coverage for retirees who meet the minimum service
requirements. ' :

Exhibit 2 shows the growth in pensian. and post-employment benefit payments for both
the Police and Fire and Federated Retirement Plans since {991.

Exhibie 2: Retirement and Other Post-Empioyment Benefit Payments for

Milllans

$2150

$200
“§150

$100

$50

Combined Plans. FY 1990.9¢ through FY 2009-10

$6 4W
\'\-".\'h‘:b‘\‘i‘:ﬁb'\;\"‘: H b A Y
AR S S . S . L SR gl g

B Post-Employment Health insurance Premiums
§% Penston Benefit Payments

Source: Comprehensive Anaual Finonciof Reports, Pu.fn:e ond Fire Department Retirgment Plan ond
Federated City Employees’ Retirement System, Fiscal Yeors 1990-91 through 2008-09, Droft Fire
Depurtment Retirement Plan dnd Federated City Employees Reumment System Finandol Statements Fscol
Year 2009-10 :

This audit focuses on pension benefics. The City also faces considerable challenges in
funding its OPER benefits, For more information on the City’s significant OPEB
obligations  (including  retiree  medical and  dental  coverage)  see
hitp:fiwww.sanjoseca.goviretireeheaithcare/,
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Pension Payments

As of June 30, 2009, there were 1,661 retirees and other beneficiaries in the Pofice and
Fire plan and 2,997 for the Federated plan.? The medlan retirement age for Police and
Flre retirees'was 54 years of age and the median length of time they had been receiving
retirement benefits was [2 years. The median retirement age for Federated retirees
was 56 and they had been receiving retirement_beneﬁts on average for 7 years.

As of June 30, 2009 the average annual pension benefit paid to retirees and
beneficiaries - was about $68,000 and $34, 500 for Poiice and Fire and Federated,
respectively. Exhibits 3 and 4 provide a stratification of the annuai pension benefits
paid to retirees and beneficiaries for each plan. As seen in Exhibic 3, there were 327
Police and Fire retirees and beneficiaries (about one-fifth of the total) receiving annual
pension benefit payments over $96,000. Of these, 90 percent retired after 20005

Exhibit 3: Annual Penslon Payments to Police and Fire Retirees and Beneficiaries as of
June 30, 2009 '

xrral

Average Annial Payment
$68,078

YoM & M ¥ X ¥ X X ¥ M ¥ ¥ N

I EEEEEEEEEEEEE]

ag-g-egg%xg&g%gggg;
& o &K 8 &£ & & & R & & 5
Note: Docs not include OPES costs. Figures include 201 survivors of active ar retired employees, and moy
Include multiple poyees per retiree.

Source: Palice and Fire Deportment Renrement Plan Comprehensive Annual Financial Report for the yoar
ended june 30, 2009

* Source: City of San José Comprehensive Annual Financial Report (CAFR} for Fiscal Year Ended June 30, 2009,
Copies of the. City’s and Retirement plans’ CAFRs for the fiscal year ended June 30, 200% are online at

humitharwrwesanjoseca goviauditorfExtarnalasp.  CAFRs for the retirement systems can also be found online at
hitpfiwwa siretirement com/. '

* Actuarial Valsations, Pofice and Fire Department Retirement Plan and Federated City Employees’ Retirement
System, June 30, 200%.

S I 2000, the Police and Fire maxtmum pension benefit was raised from 80 ¢o B85 percene it subsequently was
raised to 90 percent in later years, These and other benefit enhancements are discussed more fidly in Chapter 2.

GURZA000014



Chapter |

Exhibit 4' Annual Pension Payments to Federated Retirees and Benef iciaries as -
of June 30, 2009

Average Annual
Payment $34,537

209 284
257
P23

g

a gk
§ 5 § 3

Note: Does not include OPER costs. Figures include 419 survivors of active or retired employees, and moy
include muftiple poyees per retiree,

Source: Federated City Employees’ Retirement System Comprc!rcnswe Annual Finonciol Report for the year
ended june 30, 2009 :

&

e

§
O

' Funding of Pensions for the Police and Fire and Federated Plans

Police and Fire and Federated pensions are paid out of retirement funds administered
by the Retirement Services Department. Both plans are designed to prefund pension
benefits, meaning annual contributions made over the course of an employee’s career
{by both the City and the employee) along with investment earnings are expected to
pay all of the employee’s future pension benefies. -l is generally assumed that over
time, the majority of retirement plan assets will be generated from investment
earnings. Even with the large market losses of recent years, investment earnings
accounted for more than half of the additions to the retirement funds over the decade
ending june 30, 2009.

Contrbutions

The City Charter provides that contributions for retirement benefits allocated to an
emplayee’s current year of service are required to be shared by the City with the
employee in a ratio that is at least 8:3 ratio {i.e. the City must pay at least sight dollars
for every three dollars the employee contributes)t This cost is called the normeol cost
of pension benefits. :

¢ On the November 2010 ballot there is a measure to amend the City Chaiter that would, among other things,
allow the Clty Council to provide a retirement plan or plans to new employees that are not subject to the
~ Charter's minimum requirements, Including the 8:3 contribution ratio,
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in addition, payment of prior service costs may be necessary because market losses or
other circumstances may cause the plans 1o become underfunded. Under the San fosé
Municipat Code (Municipal Code), 100 percent of the payments to make up for any
underfunding have been the responsibility of the City?

Contribution rates are set by the two Retirement Boards based on recommendations
by outside aciuaries. Actugries are contracted by both plans w prepare actuarial
valuations, the purposes of which are to provide information on the vaiue of the plans'
assets and liabilities and to set contribution rates to fully fund plan liabliities.

Funding for OPEB costs is outlined in the San José Municipal Code. The Federated
retiree health plan is funded by employer and employee contributions on z 1:[ ratio for
medical benefits and an 8:3 ratio for dental benefits. The Police and Fire retiree health
pian is funded by employer and employee contnbut:ons in 2 [:] ratio for medical
benefits and 3:! ratio for dental benefits,

. Contribution rates are set as a percentage of payroll. Exhibit 5 shows the base City
and emplayee contribution rates for FY 201011,

Exhibit 5: ‘City and Employee Contrlbution Rates for FY 2010-(1

Fire Peasion

Fire OPEB

Poiice Pension

Poiice OPER §

Federatad Pension

Faderated OPES

0% 10% 20% 0% 40%  S0%  60%

M City @ Employee

Note: These rotes do not reflect adjustments to the contribution retes os @ resalt of recent
negotiatians whereby some employee borgoining units agreed to prck up a portion of the
City's annwal payment to offset the City's contribution rote,

Source: Acworiol Yakiotions, Police ond Fire Deportment Retirement Pkm and Federated City
Employees’ Retirement System, fune 38, 2009

7 As a result of negotiations with bargaining units and Municipa! Code amendments refated to the City Council's
adoption of the FY 2010-11 Budget, seme employee bargaining units will pay a portion of their prior service costs
to offset the City's costs. This does not reduce the unfunded kability as :here will be no addmonai contributions
made {as discussed more fully iater),
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More information on pro}ecte& contribution rates is shown in Exhibit 20.

Payroll Deductions

Exhibit 6 shows an example of a Federated employee’s paycheck and highlights the
retirement contribution deductions and how they are broken pur between pension
costs and retirement health costs. Retirement contributions to the retirement system
are mandatory and are deducted biweekly on a pre-tax basis from employee pay. This
particular paycheck is from a pay period prior to FY 2000-11 and does not reflect
current contribution rates. -

. Exhibit 6: Example of a City Employee Paystub

R e N s e o

TR
R D,

Current Lgi] )
Desciplion Houirs Eamings Hours  Eaming Dasofply Currod  ¥YTD
Repul 80 3oohbo . EG 3,000.00 @FedWithhading 300.00 300.00
: Fed Med/EE #43.50 43.50
Tolwt Geoss Pay 80 $ 3,000.00 |

$ 343.50 § 24358
T S O PR SRR
Deseripiion Current

Raipiaiale i dxDanictioneicy e e

Curent | ¥ID

Blue Shield Hesllh 4591 4591 Unampioyment [nsurance .27 0.27

S Vislon Plen 634 634 fme Swiekd Henlh 20052 20052

Refrement Contribution 227,40 {  227.40 CtalenHMO 2505 2505
Benetts Administration Fea 476 4.76
Emploves Assistance Progrem 2.81 294

Reftrement Contribution 855,40 659,40

Total -

Emptayae Partion ﬁEB%J
4.26% Pension Cost
3.32% Retiree Heglthears Cast .

Cliy Portlon {21.58%])
1B.16% Pension Cost

—.3,82% Retires Heanheare Cost -
28,56% Total Retirermont Contributions

Seurce: Auditor andlysis of  rondom employee poy stub from PeopleSaft
Retirement Pian Responsibilities

Retirement Boards

Per the San José Municipal Code, the Police and Fire and Federated plans are managed,
administered, and controlled by thelr respective Boards of Administration (Boards).
Currently, ezch seven-member Board is composed of a combination of plan members,
retirees, Counciimembers, and Civil Service Commission members. The Police and
Fire Board aiso includes a member of the City Administration and the Federated Board

includes a public member. Board members are appointed to four-year terms by the
City Councii.
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On August 10, 2010, the City Council adopted an ordinance to establish a new plan for
Retirement Board Governance that witl replace the City Councilmembers and the Civil
Service Commission and City Administration members with public members who meet
certain experience requirements. The Police and Fire Board was afso expanded to
nine members by including one additional retiree and one additional public membar.

The Boards hold sole fiduciary responsibility over the assets of the plans, including the
responsibility of investment. of moneys and the administration of the plans. To ensure
that the plans remain actuarially sound, the Boards: :

*  Contract for actuarial investigations and valuations of the plans

+ Review and adopt the actwarial assumptians used in the valuations (eg
member mortality, service, and other tabies and the assumed rate of return
on plan assets)

"+ Establish contribution rates for the City and employees

it shouid -be noted that the City AdministraBOn representative and the retirees and
plan members on the Police and Fire and Federated boards are members of the
respective plans which they are charged with managing and administering.

Retirement Services Deparunent

The Retirement Services Department’s core service is to Administer Retirement Plans.
Key.services include supervising the investment of plan assets; administering retirement
benefies; and anaiyzing, developing and recommending policy for the Boards. -The
Department’s operating budget for FY 2010-11 is $4.4 million with 33.5 authorized full-
time equivalent staff. Retirement Services emp!oyees are members of the Federated
City Employees' Retirement System.

City Manager‘s Gffice of Employee Relations

The Office of Employee Relations (OER) is responsible for negotiating on behalf of the
City with representatives of the eleven bargaining units representing City employees
regarding wages, hours, and other terms and conditions of employment, Including
retirement benefits. OER employees are members of the Federated City Employees'
Retirement Systern

Audit Objective, Scope, and Mcthodology
The objectives of our audit were to assess the iong-—term sustainability of the City's

pension benefits and the potential impact of increases in pension costs on City
operations, and provide background on pension reform alternatives.
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To achieve our audit objectives we performed the following:

. To obtain a history of the City's retirement plans we obtained and rewewed the
following documents for each plan:

*»  Acwoariel voluation reports. experience studies, annual reports, andfor
comprehensive annual financlal reports for the years 1981 through 2009

» Memoranda from Retnrement Services staff, outside actuaries, and
' investment professionals to the Retirement Boards about actvarial
ossumptions and methods, investments, and other relevant subjects

e City Councl and staff memoranda refated to pension costs and budget
consideratlons

+ Retirement Board minutes surrounding dsscusslons of actuariol assumptions
and methods

We aiso reviewed the City’s 2000-01 through 2009-10 Operating Budgets,
draft Police & Fire and Federited Retirement Plan Financial Statements for
2009-10, the City Manager's 20/ i-15 Five-Year Economic Forecast and Revenue
Projections, the City Charter, the Muntdpal Code, Memoranda of Agreement
with employee bargaining groups, and relevant pension laws and reguiations.

tn addition, we interviewed staff from the Retirement Services Department,
the City Mamager's Budget Office, cthe Office of Employee Relations, and
members of both the Federated and Police and Fire Retirement Boards.

2. To evaluate dhe octuarial assumptions and methods used by the two plans, we
reviewed the City's retirement plans' current and historical actuaricl
ossumptions and methodologies. We also reviewed Actugriel Standards of
Proctice and other documents to obtain an understanding of the ocwory's rofe in
preparing valuations and vecommendations on plan  assumptions and
contribution rates. :

3. To review other public retirement systems and afternative pension reform
options, we evaluated octuarial valuation reports, comprehensive annual
financlal reports, and other information related to other pubiic retirement
plans. such as the California Public Employees Retirement System (CalPERS),
federal employee . retirement plans, plans for other California local
governments, and plans outside of Califoraia,

We also reviewed Developing a Policy for Retirement Plan Desipn Options {1999,
2007), Essentiol Design Elements of Defined Benefit Retirement Plans (2008), and
Sustainable Funding Practices of Defined Benefit Pension Plans (1994, 2005, 2008
and 2009) published by the Government Finance Officers Association.

At our request, to determine the major cost drivers of the City's retirement

plans, Retirement Services staff assessed the costs of various components of
the City's pension pians as a proportion of the overall system costs,
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4. To assess the accuracy and reliability of pension data, we examined a sample of
retirees from the Federated and Police and Fire Retirement Systems and
reconciled ratiree pension information to actuarial dara files, the PensionGold
pension administration system, and, where applicable, PeopleSofcs

-ln addition, to obtain an understanding of the overalt current pension environment we

reviewed various reports and documents related to public and private pension systems
and ather pension-related literature, Further, we reviewed the Governmental
Accounting Standards Board (GASB) Proposed Changes to Accounting Rules Under

Statements 25, 27, 43 and 45, titled Postemployment Benefit Accounting ond Finonciol

Reporting. We should note that as City employees, the Auditor's Office staff are
members of the Federated City Employees’ Retirement System.?

Previous Audit of Pensionable Earnings and Time Reporting

During FY 2009-10 we. conducted an Audit of Pensienoble Earnings ond Time Reporting,
which identified payroll and retirement errors resulting in higher pension ta retirees,
unclear and duplicative time reporting codes, and retirees benefiting from the City's
definitions of highest year and earnable income. The report included |5
recommendations that were accepted by the City Council and are in the process of
being implemented. This included recommendations to correct the errors thac
resufted in higher pensions, and recommendations to consider amending the Municipal
Code to (1) caiculate final compensation as the highest base salary received (rather

“than base salary earnable), () credit one year of federated city service for 2,080 houts

of service rendered in a calendar year (rather than 1,739 hours), and (3) return to
using a three year average in calculating pension benefics (rather than the highest salary
received in any twelve month period). The City will be in-negotiations with the
malotity of bargaining groups in 2011 and will be considering these issues as part of the
retiremeant reform discussions.1

Additional information

Addidional information about the City’s retirement benefits can be found on the
Retirement Services webslte at http/lwww.siretitementcom! and the OER website at
htpdiwww sanjoseca. goviemployaeRelations/R etirementBanefits.asp.

* We reviewed a random sample of four Federated retirees from a population of 2,578 Federated retivees; and a
sample of six Potice and Fire reticees from a population of 1,455 Police and Fire fetirees.

* Government Auditing Standards state that auditors are not precluded from auditing pr_-nston plans that they
participate in if (1) the auditor has no control over the investment strategy, benefits, o other management issues
agsodiated with the pension plan and {2) the auditor belongs to such pension plan as part of hisfther employment
with the audit organization, provided that the plan is normaliy offered to all employees in zquivalent emplayment

positlons,

 The report is online at www.sanjoseca.gov/auditor,
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Chapter 2 Pension Benefit Increases Had Dramatic
Impacts on Costs Even Before Recent
Market Losses

SUMMARY |

Over time, the City's two retirement plans have changed significantly, New and
. enhanced benefits have been added since voters approved minimum benefit fevels
in 1965, As a resuit of plan changes, current pensions are higher than what
employees would have received under previous benefit levels. Over the past 20
years, total annual pension benefit payments to retiree and beneficlarles have
grown seven fold, in part because the average benefit has grown and in part
because the beneficiary population is two and a half times larger than it was it FY
1990-9E, The City's annual coneributions Into the retirement funds to pay future
pension benefits doubled from FY 1998-99 to FY 2009-10. and contribution rates
(expressed as a percentage of payroll and inclusive of contributions for OPEB
costs) have grown sharply in recent years. They are projected to reach more
than 75 percent of payroll for Police and Fire and 45 percent for Federated by FY
2014-15, : ' ' '

As of June 30, 2009, the City's pension liabifities totaled $5.4 billion, compared to
$2.1 billion ten years earlier. This liability represents the amount promised to
employees and retirees for pension benefits for services already provided. By
comparison, as a result of losses suffered during the recent economic downturn,
the market value of assets totaied just $3.4.bilion. As of june 30, 2009, the City
had a $2 bilion unfunded pension labHity based on that market value. Because of
the actuarial method of smoothing gains and losses over time, the actuarial value of
assets totaled $4.3 biflion; the effect of this is that the impact of recent market
gains and losses have not been fully reflected in the Clty's retirement contribution
rates. As of june 30, 2009, the City also had a $1.4 billion unfunded %ability for
retiree heaithrare based on the market value of assets. Furthermore, the
declining ratio of employees to retirees and beneficiaries creates a risk of higher
contribution rates in the future. At current contribution rates, estimates show
that the amount owed In pension liabilities will continute to grow at a much faster
rate than available plan assets..

i
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New and Enhanced Benefits Have Been Granted Smce the Yoters Appmved Benefit
Minimum Levels in I965

The City has provided pension benefits to its employees for decades. The
Charter spells out the minimum benefits the City's two retirement plans must
provide for members. According to the City Attorney’s Office, the curient
minimum benefits were approved by San José voters in 1965, The Charter
mintmum benefit for Police and Fire members is 50% of finai compensation at age
55 upon completion of 20 years of service, final compensation defined as average
compensagion in the final three years of service. The Charter minimum benefit
for Federated members is 2% of final compensation per year of service for first. 25
years of service plus 1% for each year beyond 25 at age 55 subject @ an 85%
maximum; or at age 70 regardiess of years of service. 1’ '

The City Counci! has the authority 1 grant benefits greater than the minimum
benefits spelled out in the City Charter, and has granted benefit enhancements
pursuant to negotiations with employee bargaining groups. Police and Fire
members may also be awarded benefits through binding interest arbitracion.
Recent plan changes have been modified to provide benefits similar to those made
by other California local governments. which followed benefit enhancements
awarded at the state level during the dot-com boom.

Both retirement plans have changed over time, in some ways significantly. Since
1965, the formula for caloulating Police and Fire pensions has changed more than
five times and for Federated twice. Police and Fire had a retirement age of 55,
but now members can retire at 50.. The Municipal Code has been amended to
modify the computation of fina} average compensacion from a three-year average
to the highest average of |2 consecutive months for both phns, in addition. the
Municipal Code has been amended to provide survivorship benefits, a guaranteed
3 percent COLA, and the establishment of the Supplemental Retiree Benefit
Reserves (SRBR) have also been granted to both retirement plans.

Following are selected changes to each plan over time for service retirements.”

Police and Fire {current plan established 1961)

1951 Retirement age was 55 with 20 years of service or age 65 regardless of
years of service, Benefit was 350% of final compensation.  Final
compensation was defined as highest average during three consecutive
years of service.

¥ On the November 2010 bailot there is a measure to amend the City Charter that would, among other
things, allow the City Council to provide a retirement plan or plans to new employees that are rot subject
-to the Charter's mirimum requirements, inciuding the 8:3 contnbunun ratio,

" Notali retirement changes or benefit enhancements are inchuded in the histocies listed.
2
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1968  Retirement age reduced from 55 with at feast 20 years of service 1o 50 or
older with at least 20 years of sarvice or at any age with 30 years of
servica. Benefit formula increased for members who were at least 55 at
time of retirement increased to 50% of final compensation plus 1.66% per -
year -of service in excess of 20; maximum benefit set at 66.66% of final
compensation, For members who retired before age 55, benefit stayad at
50% of final compensation. :

1970  Benefit formuls changed for members who were at laast 55. at time of
retirement or had 30 years of service to 530% of final compensation plus’
2.5% of final compensation per year of service in excess of 20; maximum
benefit mised to 75% of final compensation. Definition of final -
compensation changed to highest one year, not to exceed 108% of the 12
months préceding final (2 months of service. COLA introduced at CPI
not exceed 3%, ’ :

1984 City Council grants medical benefits to members of the Police and Fire
Plan,

1986  City Councli-adds dental benefits to the Police and Fire Plan.

1994 Reciprocity with CalPERS established (which potentially can sffect the
years of sarvice? and final compensation determinations)

"1998  Benefit formula changed (retroactive to Fabruary 1996 for members who
were at least 55 at time of retiramant or had 30 years of service) to 25%
of final compensation for each of first 20 years of service, plus 3% per
year of service in excess of 20; maximum benefit raised from 75% to 80%
of final compensation as awarded through binding interest arbitration,

2000 Benefit formuiz changed for members who ware at least 55 at time of

: retiremant or had 30 years of service to 4% of final compensation for

years in excess of 25. Maxirum benefit raised from 80% to 85% of final
compensation. '

2002 COLA changed to a guaranteed 3% annual adjstment. Police and Five
' Supplemental Retiree Benefit Reserve (SRBR) established in 2001,
commenced distributdons. SR8R provides up to one additional pension
payment per year in an amount that depands on investment earnings,
compensation, years of service, and time retired, '

2006 Benefit formula for Police members who were at least 55 at time of
' retirement or had 30 years of service changed to 2.5% of final
compensation per year of service for first 20 years plus 4% of final
compensation per year beyond 20; maximum benefit for Police members
raised to 90% of final compensation.

2008  Bensfit formuila for Fire members who were at least 55 at time of service
or had 30 yazrs of service thanged vo 2.5% of final compensation per year
‘of service for up to 20 years; if 20 or more years of sarvice, 3% of final
compensation; maximum banefit for Fira members raised to 90% of final
salary as awarded through binding interest arbitration,

¥ Reciprocity can affect the years of service for the purpose of establishing entitiement to a pension, but
does not affect the years of service for the pension benefit calculation or entittement to health benefits,

i3
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1975 Retirement at age 35 or older with 5 years of service or any age with 30
years of service. Benefit formula set at 2.5% of final compensation for
each year of service {previously set at 2% for each year of service for first
20 years with additional 1.0 to 1.3% for additional years), subject to a
maximum benefit of 75% of final compensation. Final compensation
defined as highest annual average earnable during any 3 years consecutive
“years of service. COLA set at CPl not to exceed 3%,

{984  City Council grants medical benefits to members of the Federated Plan.

(986 Federated SRBR established. SRBR provides up to one additional pension
payment per year in an amount that depends on investment earnings,
compensation years of service and time retired. City Council adds dental
benefits to the Federated Plan,

1994  Reclprocity with CalPERS established. {same i.mpact as noted earlier)

200F  Fimal compensation defined as average compensation earnable for highest
consecutive | 2 months.

2006 COLA changed to a guaranteed 3% annual adjustment.

As a Result of Plan Changes, Current Pénsions Are Higher Than What
Employees Would Have Received Under Previous Benefit Levels

To illustrate the Impact of formula changes on calculated benefits, we drew 2
sample of retirees and compared their actual base pension to benefit levels
calcufated using past pension formulas. Exhibit 7 shows a sample of Police and
Fire retirees’ actual base pension benefit and a2 comparison with caloulated
- benefits under previous pension formulas.

All sample retirees included in Exhibit 7 started service with the City after 1970
and retired after fanuary 1, 2005+ The maximum retirement benefit allowed at
the time each commenced service with the City was 75 percent of final gverage
compensation. On average, the Police and Fire retirees in our sample are
receiving about 8 percent more than the formula in place when they started City
service {or about $1§,000 on averagE) not mciudmg cost of llwng adjustments or
SRER distributions,

¥ We selected a random sample of six Police and Fire retirees from a population of §,455 Potice and Fire
retirees,

RY
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For example, employee #3 retired in 2007 with 3 current annual pension of -
$125,752, or nearly $15,000 more than their pension would have been under the
formula in place when he or she began employment. if the retiree recelves a
pension for 10 years, total benefits paid out of the retirement fund (including the
guaranteed -annual COLA, but not including any SRBR distributions} will be nearly
$500,000 more than if the benefit formula had not been enhanced over time.

- Exhibit 7: impact of Pension Benefit Formula Changes ona Sample of Police and

Fire Retirees

Sarﬁple Retirée

. Base Pension Amount

#Lire)
Retirement date: 1/27/07
Years of service: 254

Final compensatione $146 340 '

{2¥Catcutated ynder 1996-2000 formuta: $96.877
{3)Actuat base pensiorr. $97,503 _ .
Difference: $4.578 per year

#2 [Fire}

Retirement date: /2905
Years of service: 32.3

Final corapersation: $§72,704

(1)Caleulared under pre-1996 formuta; $129.528,
{2}Calcutated under 1996-2000 formula; $i38,163
(3Actudl base pension: $546,799
Bifference: $17.271 per year

H#3 (Fira} )
Retirement date: 73107
Years of service. 32,4

Final compersation: $147,948

{tyCalcuiatnd under pre-1996 formula: $!10,958
(2Caleulated under 3 956-2000 formula $118,355
{3yActual base pension: $i25,752
Difference; $14.794 per year

#4 (Fire}

Retirement date: 672709
Years of service: 280

Final compensation: $373.016

(1}Caleulated under pre-1996 formula: $121,.242 :
(2¥Calculated under {996-2000 formutx; $128,189

{3)Caleutaved under 20002008 foremuta; $33,43¢

{fAcwal base pension: $145,494

Difference: $24.249 per year

Retirement date; &/ 8/05
Years of service; 27,3
Final compensation: $1#0,796

{}yCalculated ynder pre-3 996 formuly: $75675
(2¥Calculated under {996-2000 formyta: $79,731
{(3%Actual base pension: $82,303

Difference; $6.628 per year

Retirement date: 1/28/06
Years of services: 20.1
Final compensation: $11] 444

(1¥Catcutated under pre. 996 formuia $55,842
(RyCalculated under 996-2000 formyla: $55,914
(3¥Aceual base pension; $55.914

Difference: $32 per year

Source: Auditor analysis bosed on information abiained from Pension Gold, Son fesé City Chorter and

Municipal Code

Notes ta accompony Exthibit 7 {colculotions for ilusirotive purposes only; do not include COLA or SRBR}:
» Al pensions ore stoted os actual base in first yeor of retirement,
o Pre-1996 pension formula caladated as 2.5% per year of service, moximum = 75% of final

compensation

» 19962000 pension formula wos 2.5% per yeor of service for first 20 years of serviee, 3% per yeor
over 20, maximum of 80% of final compensotion

» 2000-2006 (Police} and 2000-2008 (Fire} pension fornmtde was 2.5% per year of service for first
- 20 years, 3% for next 5, 4% over 25; maximum of 85% of final compensation

» 2006-Current Paice formula is 2.5% per yeor of service for first 20 yedrs, ond 4% far each year
theredfter; maximum is 90% of fmal compensation

» 2008-Current Fire formulo is 2.5% per yeor if fess than 2G years of service; if more thon 20 years
of service, 3% per year; maximum is 90% of final compensotion

{s
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As shown in Exhibit 8, we conducted a similar analysis for a sample of Federated
retirees.s For the employees in our sample, current pension benefits are about
Il percent higher than they would have been calculated under the formula that
was in effect prior to the most recent change.  For example, sample employee #1
retired in 2008 with a current annual pension of $116,070 compared to an
estimated $104,579 benefit under the formula in place prior to 1975.

Exhibit 8: Impact of Pension Benefit Formula Changes ona Sample of
Federated Retirees

Sample Retiree . [ - Base Pension Ariount

{B)Calcyiated under 1975 formula; $104.579

Retirement date: 6/26/08 {(DActual base pension: $116,070

Years of service: 24.1

Final compensation: $ | 92,861 Difference: $16,491 per vear

Retirge 5#2
Retirement date 3/10/07
Years of service: 21.3
Final compensation; $47,227
g o
Retirement dace: . 7/3/04 o
Years of service: 15.4 e : :
Final compenssdone $62085 | Difference: $2.356 per year
. B
Retiremeant date: L/6/0¢
Years of service: 27.5 .y :
Finat compensation: $43.659 D‘fferemf’: $2.956 per year
Sosircer Audier analysi bosed on information obtained from Pension Gold, PeoplaSaft. San Jasé Ciy
Chorter and Muridpal Code .
Nates to accompany Exhibit 8 {caleulations for dlustration purposes only; da not include COLA or SRBR):
¢ 1975 pension formuln wos 2.5% per yeor of scrvice, moximum berefit 75% of findl
cempensation {highest yeor average). Coleulation assumes highest three yeor averoge is 90% of
highest ane yeor average compensation,
* Current pension formula is 2.5%. per year of service, moximum benefit is 75% of faf
campensatian; fmal campensation is highest ane year averoge.

{2}Actual base pension: $25,174
Difference: $2,540 per year

(1)Calcutated under 1975 formula: $21.547
(2)Actual base pensiony $23.903

(2)Actuat base pension; $29.970

Pension Benefit Payments to Retirees and Beneficiaries Have Grown Seven Fold
Over the Past Twenty Years

Over the past 20 years total pension benefits paid out of the retirement funds
have grown seven fold, in part because the average annual pension benefit
increased by about I75 percent for Police and Fire and 150 percent for
Federated, and in part because the number of beneficiaries is two and a half times
farger than it was in FY 1990-91. '

* We selected a sampte of four Federated retirees on a random basis from » population of 2,578 Federated
retirges.
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Exhibit 9 shows the growth in pension benefits paid out of the City's retirement
funds and the growth in the totl retiree and beneliciary population from FY
1990-91 through FY 2009-10. In FY 2009- 0, the retirement plans paid out more o
than $210 millien in pension benefits, compared to $72 million in FY {998-99 and
$30 mitlion in FY 1990-91.%¢ Over that same time, the number of retirees and
beneliciaries grew from 1,816 to 4,891, These trends are likely to continue into
the future as about 30 percent of the City's workforce was within five years of
retirement eligibility as of October 2009,

Exhibit 9: Growth in Pension Benefit Payments and Total Retirees and Benefidaries,
FY 1990-9! Through FY 2009-10 :
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MW Pension Benefit Paytaents
—— Toul Resirees and Beneficiaries

Saurces: Comprehensive Aanval Finandial Reports, Pofice ond Fire Department Retirement Plon and Federated
City Employees” Retirement System, Fiscal Years | 990-91 through 2008.09, Draft Police and Fire Depurtment
Retirement flon and Federated City Employees’ Retirement System Finandial Stotements Fiscal Yeor 2009-16

Growth in Average Annual Pension Benefit Paid

Exhibit 10 shows the growth in the average annual pension benefit paid to
retirees and beneficiaries fram FY 1990-91 through FY 2008-09 for both plans
{adjusted for inflatlon). The increase in the average annual pension benefit paid is
partly due to a rise in average salaries. Over this same period, average salaries
Increased by (35 percent for Police and Fire members and 106 percent for

' These figures are unadjusted for inflatian and do not indude payments for other post-employment
benefits such as the cost for retiree health and dental benefits. In FY 200809, the Retirement Plans paid
nearly $40 milfion for post-emplayment health insurance pirersiumns,
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Federated members. Even after adjusting for inflation, the average annval pension
benefit has increased over this period by about 75 percent for Police and Fire and
$4 percent for Federated. ' ' '

Exhibit 10: Growth in the Average Annual Pension Benefit Paid Adjusted for
Inflation (2009 doflars) ' :

$80.000 R e
$70,000
$60.000
$50,000
$40.000 -
$30,000
$20,000
$10,000

§0

Inflation adjusted ($2009)

1991 1993 1995 1997 1999 200] 2003 2005 2007 2009
B Police & Fire M Federated

Saurces: Actuarial Valuations and Annual Reports, Palice and Fire Deportment Retirement Plon and
Federated City Employees’ Retirement System, Fiscal Yeors 199091 through 2008-09; U.5.
Department of Labor, Bureau af Lobar Statistics ) o

Nate: Averages cofculated bosed on number of retirees and beneficiaries. This inclides Survivars af
active ar retired employees, and may inchude multiple payees per retiree,

The City’s Annual Contributions Into the Retirement Funds Doubled Over the Past
Decade :

The City has had to make increasingly larger annual contributions to its
retirement plans to ensure there are enough assets t@ pay for future pension
benefits, From FY 1998-99 to FY 2009.10, the City's annual contributions into
the retirement funds doubled from about $54 million to about $107 miliion,

Exhibit 1§ shows the total annual contributions to the retirement plans by both
the City and employees from FY $998-29 through FY 2009-10, Note that
although totai-employee contributions have increased (from about $21 mlfiion in
FY 1998-99 to about $33 miliion In FY 2009-10), they have not increased at
nearly the same rate as the City's contributions.

R
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Exhibit {§: Annual Contributions for Pension Benefits Doubled Between FY
1998-99 Through FY 2009-10
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ources: Comprehensive Annual Financial Reports, Palice and Fire 'Department

- Retirement Plan and Federated Gity Employees’ Retirement System, Fiseal Years 1998-
99 through 2008-09, Draft Palice and Fire Deportment Retimm ent Plan and Federated
City Employees” Retirement System Fnancial Stdtements Fiscal Yeer 2009-10

Divlded..'by the number of active employess shown in the retirement plans'
Comprehensive Annual Financiai Reports, the City's contributions per employee
rose from about ${1,600 to about $24,800 for Police and Fire {about 212
percent} and from about $7,200 to about $12,000 for Federated {about 165
percent} from FY [998-9% through FY 2009-10.

The City's Contribution Rates Have Risen Sharply in Recent Years and Are Projected
to Rise Even Further in the Near Future

Over the past (0 years, the City has experienced a profound increase in the
percent of payroil that it pays to the retirement plans for future pension benefits.
The City's contribution rates {expressed as a percent of payrofi} have more than
doubled since FY 1990-9¢, including significant growth in' the fast five years.
Exhibit 12 shows the City’s contribution rates at five-year intervals since FY 1990-
21. : '
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- Exhibit i2: The City™s Retirement Contribution Rates as a Percent of
Payroil, FY 1990-91 Through FY 2010-i17
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81990-%t B 1995.96 M 20000! 2200506 W2010-9)

*Actual rate in FY 2010-11 for police members is 38%. For fire members, itis 40%
Sources: Retirement Plan Camprehensive Annual Firancial Report.s and Anuaf Reports, Fiscol
Years 1990-91 lhrough 2008.09

Projected Rate Increases Qutstrip Anything Seen to Date

Exhibit |3 shows the change in contribution rates from FY 1980-81 to projected
rates through FY 2014-15, inclusive of rates for retirce medical and dental
benefits. Contribution rates for Police and Fire dedined steadily from the early
1980°s through about 2003 before rising rapidly to today's high rates. For
Federatéd, rates remained below 20 percent for many years before recent
increases. ‘ '

According to the City Manager's Office’s Five:Year Economic Forecast and Reveiiue
Projections far the General Fund and Capital Impravement Programi® future rates are
expected to rise to around 75 percent of payroll for Pokce and Fire and more
than 45 percent for Federated, causing the projected annual retirement
contribution paid out of the City's General Fund to be more than $270 mitlion in
FY 2614-15. This is more than the entire FY 2010-1F Operating Budgets for the
Fire Department, the Alrport, and the City’s libraries combined.

7 These figures do not reflect adjustments to the Clty's rates as a result of recent negotiations whereby

sorne ernployee bargaining units agreed to pick up a portan of the City’s annual payment to offset the
City’s contribudon rate.

¥ The forecast is online at see http/f mgamogeca £ov.-"bud2_§1F'l'10! 1/FiveYearForecast.asp
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Exhibit 13: The City’s Retirement Contribution Rates for Pensidn'and Retiree
Health Benefits, FY 1980-8f Through FY 2014-15 {projected)
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Sources: Comprehensive Annual Financiol Reparts and Annwiof Reports, Police and Fire Department Retirerment Plun
and Federated City Emplayees’ Retirement System, Fiscal Yeors [980-81 through 2008-0%, Retirement Board Moy
2010 Rote Resofutions, and the City Manager’s Budget Office

More detait on the City's projected contribution rates gding forward (and the
breakdown between pension and OPEB contributions) is shown in Exhibit 20.

The Retirement Plans’ Unfunded Liabilities Play a Major Role in Rising Contribution
Rates

As of June 38, 2009, A $5.4 Billion Pension Liability...

As the number of retiress has Increased and as the City has enhanced benefits,
the City's pension liability (that s, theé amount of benefits promised to current
employees and retirees) has grown dramatically. As of fune 30, 2009, the Cigy's
estimated fiability for pension benefits afready earned was.$5.4 biflion — or, put
another way, the City had an estimated $5.4 billion in pension liobilities, This
-compares to $2,1 biflion in pension liabilities ten years earlier.

-.But Only $3.4 Bijiion in Pension Assets
As a result of the 2007-0% economic downturn, thé combined investment losses
in the two plans for the fiscal years 2007.08 and 2008-09 totaled $978.8 million.

As of June 30, 2009, the market value of the plans’ assets was $3.4 bilfion, or
$2 blilion tess than the combined pension liabilities,
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It is important to note that as of june 30, 2009, the actuarizl value of the
combined pian assets totaled $4.3 billion, or about $1 billon more than the
market value of the plans’ assets, This is because, for actuarial purposes, market
gains and losses are not fully recognized by the plans in the year they occur. They
are recognized (or smoothed) over five years to minimize the impact of market
volatility on annual contribution rates. The effect of this is that the farge market
tosses suffered in fiscal years 2007-08 and 2008-09 have not yet been fully
* recognized for actuarial purpcses.

It is also important to note that during fiscal year 2009-10, the combined

- investment gains for the two plans totaled $512 million? As of June 30,2016,
the market value of the plans’ assets was $3.8 billion. Nonetheless, as investment
gains and losses are recognized over the next few years, It is expected that the
City's contribution rates will rise. '

As of June 30, 2009, the City Had a $2-Billion Unfunded Pension Liabifity

The difference between the pension flabifity and the value of plan assets is catied
the unfunded liability, The unfunded liability is calculated two. ways: (i) based on
the market value of assets, and (2} based on the actuarial value of assets. Using
the market value of assets, the City's combined unfunded fabifity for both pension
plans totafed $2 bilion as of june 30, 2009. As described earlier, using the
actuarial (or smoothed) value of assets, the City's unfunded pension fiabiiity is less
— $L.1 billion,

Exhibic [4 shows the market and actuarial values of the combined plan assets
compared to pension liabllities from FY 1998-59 through FY 2008-03.

Exhibit 14: Market and Actuarial Vaiues of Plan Assets Compared to Pension
Liabitities, FY 1998-99 Thraugh FY 2008-09

5 Unfunded

Ligbility

54

Biltlon.s
A

$1 -

$0

1999 20018 2003 2008 2007 W09
& Macket Value of Assets 3 Actuarial Value of Assets Bl Ponsion Uabilites

Saurce: Auditor analysis of retirement plon actuariof volugtions, F999 through 2009

1 includes $314 miflion for Police and Fire. and ) 98 million for Federated,
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Chapter. 2

As of June 30, 2009, the City Also Had 2 §1.4 Billion Unfunded Ret:ree
Healthcare Liability

The City also has an estimated $i.4 billion in unfunded liabilities as 2 result of
promised OPEB benefits. in addition to pension benefits, the City sponsors and
administers the Federated and Police and Fire post-employment healthcare plans.
As of the june 30, 2009 actuariat valuation dates, the estimated accrued liability
for Police and Fire retiree heaithcare {j.e. OPEB} benefits was about $762 militon,
of which about $719 million was unfunded; and the estimated hability for
Federated OPEB benefts was zbout $798 smiillion, of which about $71! million
was unfunded.

In previous years, the City only partiafly pre-funded OPEB costs based on i0 or
15 year cash flow projections for the retirement plans. For FY 2009-10, the
policy was changed to fully prefund the annual required contribution of OPEB -
costs after a five-year phase-in period for the majority of its employee units {with
the exception of Fire Department plan members). The unfunded liabifity is being
amortized, or paid down. over 30 years, This “pay down™ is included as part of
the annual contribution and will result In increases in contributions for the City
and employees. : '

Mare information about the City’s ratiree healthcare funding status can be found
at-hupffwww sanjoseca.goviretirecheaithcare/, '

Funded Ratios Have Fallen

The ratio of plan assets to plan liabilities determines the plan's funded ratio. If
plan assets are greater than liabilities, then the funded ratio will be over 100
percent, Alternatively, if plan liabilities exceed plan assets. the funded ratio will be
less than 100 percent. Many experts, including the Government Finance Officers’
Association, consider a funded ratic of about 8¢ percent of market value or
better to be sound for government pensions.

Comparing the market value of plan assets to the estmated pension lability,
Police and Fire was 66 percent funded, and Federared was 55 percent funded as
of june 30, 2009. Exhibit [5 shows both plans’ funded status for pension benefits
using both the actuarial {or smoothed) value and the market value of plan assets.
Exhibit 15 Hlustrates the effect that smoothing has on the actuarial value of assets,
in this case by deferring the impact of market losses.

Exhibit 15: Pension Funded Ra_tios, June 30, 2009

i Policeand e
: i Fire: Federated
o Méri"cé"\?i?ﬁé"'" CUTTRERE T 54%
TAcariaivaive ) 7% 7%

Source: Auditor analysis of data from each retirerent plon’s actuarial
velugtions as of fune 30, 2009
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As recently as fune 30, 2007, the Police and Fire and Federated plans were
conskdered 100 percent and 83 percent funded on an actuarial basis.2 However,
as shown in Exhibit 16, pension funded ratios as of 2008-09 are lower than at any
actuarial valuation since 1981-82,

Exhibit i 6: Retirement Plans’ Funded Ratios based on Actuarial Value of Assets,
FY 1981-82 Through FY 2008.09
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—_— Poiice and Flre —m Federated

Sovrce: Acluarial Yaluations and Aanval Reports, Police ond Fire Depanment Reu:ement Plaa and Federated City
Employees’ Retlremem System, Fiscal Yeors 1981-82 through 200809

Chapter 4 incudes more information about the gnowth in the City's unfunded
pension liability,

The Dedining Ratio of Employees to Reatirees and Benef‘c;ar:es Creates a Rislc of
- Even Higher Future Contribution Rates

When a penasion system is filly funded, the rotio of warkers ta retirces
matlers little, becatise the matiey for retirees is already in the bank, But
when a plaa is underfunded, making the payouls can become extremely
burdensome...

[ FY 2009-10, there were 6,660 active employees compared to 4,891
 beneficiaries, or roughly .4 employees to each benefictary. The employee
to beneficiary ratio was roughly 3 to-1 in FY 1990-9i and 5 ta i in FY 1979-80.

* At that time, the Police and Fire OPEB obligatian was estimated to be 7 percent funded, and the
Federated OPER obllganon was estimated to be 16 percent funded on an actyarial basls (june 30, 2007
valuations),

# The Pew Center on the States, “Promises with a Price” {Deceri\_ber 2007}
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Chapter,2

The result of a declining ratio Is that with fewer active employees as a percentage
of averall penston plan membership, the annual cost to pay down the unfunded
Hiability {which is included in the City's annual contribution) is spread across the
payrofi of a deciining poot of members. In that environment, peasion contribution
rates can become volatile when there are swings in asset values arising from
investment gains and losses. Exhibit 17 shows the decline in the ratio of
employees to retirees since the earfy 1980s,

Exhibit 17: Decline in the Ratio of Employees to Retirees and Beneficiaries,
FY 1980-8] Through FY 2069-19
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- Source: Auditor analysis of dota from Retirement Plon Camprehensive Annuol Financial Reports, Anmuol
Reports ond aauariol reviews, Bscol Years 1980-8/ through 200809, Draft Fire Deporument
Retirentent Plon ond Federoted City Employees’ Retirement System Finonciol Stotements Fiscol Yeor
2009-10

At Current Contribution Rates, Estimates Show the Amount Owed in Pension
Liabilities Will Continue to Grow ata Much Faster Rate Than Available Plan Assets

Pension payments to retirees are paid out of accumulated assets in the funds. As
shown in Exhibit 18, current payments out of the pension funds have exceeded

contributions for some time. This is to be expected in systents that are pre.
funded and rely on investment returns to fund much of the future benefits,
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. Exhibit 18: Pension Benefit Payments Have Exceeded Contributions Since 200!
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Sources: Comprehensive Annual Financlal Reports, Police and Fire Department Reticement
Plan and Federated City Employees’ Retirement System, Fiscal Years 2006-07 through

2008-09, Draft Police and Fire Depatunent Retirement Plan and Federated City Employees’
Reticement Systetn Flnanctal Statements Fiscal Year 2009-10

However, San José's plans are currendy underfunded, and if contribution races
were frozen indefinitely at today's rates, even if investments Yielded expected
rewirns, Retirement Services staff estimate that the amount owed in pension
obfigations would continue to grow at a much faster rate than available plan
assets, leading to ever increasing unfunded llabilivies over the foreseeable future.

It is important to note that San José may be in better shape than some other.
reticement plan sponsors, Actording 1o Joshua Rauh of the Kellogg School of
Management at Northwestern University, assuming states make eontributions at
recent rates and assuming they do earn 8 percent, 20 sute funds will cun out of
cash by 2025; the first, will eun dry in 2018,
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Chapter 3 Rising Pensmn Costs
Threaten the City’s Ablhty to
Maintain Service Levels

SUMMARY

Fiscal sustainability refers to whether the City can malnizin current service levels
without compramising service ieveis for future generations and whether the City
~can meet future obligations.

Currently, personnel costs such as salaries and compensation, employee benefits
- and retirement benefits account for about two-thirds of General Fund
expenditures.  The amount of gpersonnel costs attributable to retirement
vontributions has increased aver cime. By FY 2014-15, annual pension and OPES
contributions are projected to reach 25 percent of total' General Fund
expenditures, up fram 17 percentin FY 2010-11 and 6 percent in FY 2000-01.

Recent budget deficits required cuts to services, hyoffs, and concessions from
employee bargaining groups.. Projected future deficits, In part because of rising
pension costs, will require similar considerations. Continuing this trend of fayoffs
and pay and benefit reductions may make it difficult for the City to provide
services and to retain and attracta quality workforce in the future. '

Fiscal Sustalnability Should Be a Consideration For Any Decision on Whether the
City Has Overcommitted on Pension Promises

For many years, sustzinability referred to the Intersection between society's
economic and environmental goais. According to the US. Envirenmental
Pratection Agency, “sustainability calls for policies and strategies that meet
sodety $ present needs without compromlssng the ability of future generations to
megt their own needs.” :

Mare recently, the idea of sustainability has begun to inform decision making and

_reporting in other areas, including the fiscal sustainability of government entities.
The Government Accounting Standards Board (GASB} began a research project
in 2006 to identify the information needed by users of financial reports to assass a
government's economic condition. Included in GASB's deliberation on the
subject is the concept of fiscal sustainability. GASB wrote:

At a very high level longtenm fiscol sustoinability reperting invalves an
assessment of the extent te which service delivery con be maintained ot
existing levels, ond the extent to which governmental obligations to
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citizens, under existing legol fromeworks, can be met from pnedrcted
inflows over ¢ predetermined foture period

Fiscal sustainabifity is 2 key concept the City should consider as It determines

whether it has overcommitted on pension promises, Spec:ﬁc questions to answer
should be:

¢ Can the City maintain existing service levels without compromising
service levels for future generations?

s Can the City meet, its future obligations?

About One Quarter of All Generat Fund Expenditure are Expected to Go Toward
Retirement and OPEB Contributions by FY 2014-15

Of the City’s FY 2010-11 General Fund budgeted expenditures, about two-thirds.
are for personnel costs, including salaries, other compensation, and employee
benefits. A growing portion of that personnel cost was funding for pension and
OPEB costs.

According to the City Manmager's economic forecasts, retirement and OPEB
contributions are expected to be about 25 percent of tota! General Fund
expenditures by FY 20[4.15 (totaling about $270 million}, By comparison, they
accounted for |7 percent of total General Fund expenditures in FY 2010-1] and 6
parcent in FY 2000-0). Exhibit I9 shows the proportion of personnel costs,
retiremént and OPEB contributions, and other expenditures in the General Fund,
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Exhibit 19: Retirement and OPEB Contributions.Compared to AHl
' . Other General Fund Expenditures, FYs 2000-01, 2010-§ 1,
and 20 14- IS (pro;&t:t:ed)n

$4.200 - P

Milliorns

2000-01 2040-11 2014.15

m Other General Fund Expendlarres :
M Sataries, Gther Compensation, and Non-Redrement iieneﬁts
i Retirement and OPER Contributons

Source: Auditor analysis of doto provided by the City Monager's Budget Oﬂice and from the
2011-2015 Five-Year Economic Forecast and Revenue Projections, Februory 2010

Experted Growth in City Contribution Rates

The increasing costs are a result of the expected growth in the City's
contribution rates, which are shown in Exhibit 20, :

2 In the FY 2010-11 proposed budger, the budgeted amount of pension and OPEB contributians from alt
funds totaled about $1973 raillion. These figures are before reductions to the City's required
contributions resuiting fror additional contributions offered by empioyee bargaining groups.
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Exhibit 20: The City’s Share of Current and Future Estimated Contribution
-Rates as a Percent of Payroll

20010-0:1- 3 2015.12 | 20§2-13 -} 2013-14 | 201415
L sty lest): Aoofest) | (est)

“Federatét mermibers: : o B
Pension -7 23.2% A% ¢ 305%  340% 36.4%
OPEB 6.4% S 12 oy L9% 8.1% 8.7%
“Total _29.6% 34.3% BA% 2.7% 45.1%

?ot;ce--rﬁé?a'ﬁmz D T i )
 Pension” 38.3% 44.4% 51.3% 59.3% 64.3%
JOPEB’ - . 79% 9.3% 10.6% 10.6%
Tatai 44.6% 52.3% 60.6% 69.9% 74.9%

Fil‘e members_ T - - R S —-—
Pension 40.2% - 445% 51.3% 59.3% 843%
OPES 394 A 9.3% i06% | - 10.7%
Toual 44.0% 524% | 60.6% | 69.9% - T50%

Note these rates are be(are any negotiated -employee pickup of a portion of the Clty's
contribution rate, The above rates do not include the pre-payment discount rat, P
Source: Retirement Services Deportment and City Mapager’s Budget Office

As a comparison to these rates, the current combined cost for the employer and
employee portions of Social Security and Medicare Is 15.3 percent of pay‘

The Clty Has Seen-Recent Budget Deficits and Projects More in the Future ~ Pension
Costs Are a Major Factor

In eariy 2010, San José's City Council was required to close a projected $118.5
miflien deficit in the City's General Fund for FY 2010-11, Approximately $52
miilion of that was attributable to higher than expected pension costs, To close
the deficic, the Council was forced to cut services, fay off employees, and seek pay
and other concessions from the City's employee bargaining units.

As part of its cansideration of the FY 2010-11 Budget, the City Council directed
the City Manager to begin discussions with employee bargaining groups to achieve |
a 10 percent reduction in total employee compensation. Tofal compensatiot
Jnaciudes base pay and benedits, including retirement contributions.  Many

empioyee bargaining groups agreed to reduce total compeﬂsauon to save jobs
and aveid service cuts,

# The pre-pay discount refers to a discount the City achieves by paying the full annyal required canteibytion 2t
the beginning of the year rather than throughout the year a5 the ikabitity is accrued, The discount is a result
of achieving the full year's investment earnings on contributions.
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Some examples of actions taken included:

+ Members of five unions, representing over 1,400 Federated members,
agreed to increase their contributions inte the retirement system
towards the unfunded labiliy from 10.30 percent to 21,13 percent of
their pay (or from $10.30 for every $100 of pay, to $21.13 for every
$100 of pay}. In comparison, Social Security contributions are set at
6.2 percent of pay. '

+ Police members agreed to increase their retirement contributions by
5.25 percent. This saved 70 police officer positions that had been
designated for elimination. Total pension contributions by police
members now equal 15.06 percent of pay.

+ Many other employees had their base pay reduced, saw their medical
and dentl benefits reduced, and/or are beang asked to take unpaid
furlough days.

However, even with these concessions, 7i3 full-time equivalent positions were
efiminated (leading to {91 full- or part-time employees being lid off) and services
were reduced across the City, According to the City Manager's Budget Office,
because one-time funds were used to continue many services in FY 2010-11, the
full associated impact of some service cuts will not became effective until July
2011-12. This inciudes 217 positions to be el:mmated at an. annual net cost of
$22.2 million, s :

As of August 31, 2010, the forecasted General Fund deficit for FY 2011-12 Is $4i

million and continued deficits are forecast through FY 2014-15. To dose

projected budget deficits. the City Council will need to make decisions about

cutting services, laying off employees, and negotiating with bargaming units, .
 indluding retirement reform.

Continuing this trend af layoffs or reducing pay or benefits may make it difficult
for the City to retain and attract a quality workforce in the future. Moreover,
years of successive budget redugtlons ave cutting City services to the core.

* Far more information see 2010-201 | Adapted Budget in Brief at http:dfwww.sanjoseca govibudged/EY 101 /2010
201 AdopredBudgetinBricfANAL. pdf.
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Chapter 4 The City’s Unfunded

Pension Liability Has
Grown Dramatically in
Recent Years

SUMMARY

As of June 30, 2009, the City's pension liabifity was $5.4 biffion. That is, the City

had promised to pay an estimated $5.4 biffion In retirement benefits to current

employees. and retirees, However, the City did not have enough in the two

retirement funds to meet its promises and was $2 billion short {on a market value
 basts) of the amount it should have set aside to meet those expectatlons

* One reason for the rise in the unfinded pensian liabifity was investment fosses of
about $978.8 milfion incurred from 2007-2009. In spite of recent investment
" gains of $512 million, those losses will continue to affect the City's unfunded
liability over the next few years because of the actuarial method of recognizing or
smoathing gains and losses over five years to minlmize the effect that market
swings have on contribution rates

Anather reason for the rise in the unfunded pension labillity was the retroactive
application of benefit enhancements, such as in 2006 and 2008 when retroactive
benefit enhancements for Police and Fire members created more than $70 milfion
in unfunded fabilities. Because San José residencs are sltimately responsible for
pension costs and the fact that unfunded iabilities can result from retroactive
benefit enhancements, we recommend the City Councit consider prohibiting:

[ Pension benefit enhancements without voter appreval
2. Retroactive pension benefit anhancements that create unfunded flabifities

However, another significant reason for the rise in the unfunded liabiiity is that
octugriol assumptiens used to calculate the City's pensian labiities did not hold wrue,
These assumptions represent expectations about future events and include such
things as the plans’ Investmént returns, member mortality and retirement rates,
and salary increases.. Because the plans’ actugrial assumptions did not hold true
and cerwin assumptions were adjusted based on past experience, the unfunded
labifity increased by about $750 million between June 30, 2007 and June 30, 2009.

To ensure the reasonableness of the methods and assumptions used in the
retirement plans’ actuarial valuatians, we recommend that the City Council amend
~the Municipal Code to require an actuarial audit of such valuations every five
years if the actuary conducting the valuation has not changed in that time,
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As of june 30, 2009, the City Had a $2 Billion Unfunded Pension Liabilicy

As shown in Exhibit 21, the Retirement Plans funded status has deteriorated
significantly since 1990-91,

Exhibit 21: Retirement Plans’ Funded Status (Unfunded Actuariat Accrued Liability),
FY1998-91 Through FY 2008-09 :
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By june 3G, 2009, the City's unfunded pension liability totaled abaut $2 billion based
on market value? On an actuarial basis, the unfunded liability was about $1.§
billion, Howaever, because only a portion of the recent market fosses have been
recognized for actuarial purposes {as a resuit of smoothing market gains and
losses over time), these costs will rise further In the coming years when the
remaining lasses are recognized. For 2010-11, the annual cost to pay this down -
added roughly: : :

* 13 to [4 percest of payroll to the City's annual contribution for Police '
" and Fire members {or about $34 miliian)
» bl percent of payroll to the City's annual contribution for Federated
members (or about $35 million)

Unfunded liabiliies in government pensions arise for a number of reasons,
primarily because (I) the government did hot fund benefits earned by emplayees

- B 11 addition g the pension plans’ unfunded Habiiity, the Clty also has $1.4 blifion in unfunded fizbillties {on
a market value basls) as 1 result of promised OPEB benefits as described in Chapter 2,
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each year, (2} new benefits are added, or (3} ecuariol assumptions, or
expectations, about key economic and demographic factors which determine
cancribution rates (e.g. investment returns, rates of member retirement or
mortality) do not match actual ottcomes. In San José, the City saw both (2) and
(3Y occur. : '

The Importance of Fully Funding the Annual Required Contribution for
Pension Benefits :

Untike  some jurisdictions, the City has generally been fully funding its annuol
fequired cantributions for pension benefits. The plans have had actuarial valuations
completed on a regular bieanual schedule and, with the exception of two years in
the 1990s, has consisténtly made its annual required contribution (ARCLY  The
plans recently changed to having annual valuations. Furthermore, the City is
moving towards fully funding the ARC for retiree healthcare,

Recent newspaper articles are replete with stories of other jurisdictions that have

- siot funded their annual required pension contributions and who have made litte
effort to fund their OPEB fiabilities. As a result, current and future taxpayers wili
be o0 the hook to pay those costs,

Fully funding the annual required contribution for pension benefits is not fust an
important budgetary choice; it alse addresses the con cept of inter-generationai or
inter-period equity. - As discussed fater, intergenerational equity is the concept

- that current-year costs should be recognized and paid in the current year, and
not shifted off to future taxpayers, '

Retirement Plans Have Experienced Large Market Losses in Recent Years, Increasing
the Unfunded Pension Liability

There is, of course, no guarantee that even a fully funded pension plan will stay
that way. As a result of the recent economic downturn, the combined
favestment losses of both plans totaled more than $765 million in FY 20608-09.
This is in addition to $214 million in Josses from the previous year. In FY 2009-10
the combined investment gains of both pians totaled $512 million, Because chey
are generally assumed to generate the majority of assets over time, investment
carnifigs are an extremely important component of a pension plan's viabilicy.
Exhibit 22 shows the investment gains and losses between FY [996.97 through FY
200%-10.

* In those two years, the City made 92 percent and 96 percent of the tom! ARC for the Federated Plan.
The reasons were that (1) the City opted to phase in a recommended contribution rate increase and (2) the
City elected to defer funding for the reciprocity benefit provided in (994 as the acusaries were unable to
adequately value the lisbility because a tack of reiiable data,
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Exhibit 22: Retirement Plans’ Investment Gains and Losses, FY 1996-97 Through

FY 2002-10 .
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Even Steong Returns May Not be Able to Make Up for Recent Losses

During FY 2009-10; each plan saw strong net investment returns, 15.3 percent for
Federated and 13.7 percent for Police and Fire. However, because of the nature
of compounded interest, even strong returns such as these may not fully offser .
past losses. Following is an example to highlight this. If a $100 investment loses
20 percent of its value in year one, the balance is $80. If in year two the
investment earns a 20 percent return the value of the investment is only $96, not
$100. To get back to even, the investmant would need to earn a 25 percent
returtt on investment In the second year ($20 divided by $50).

Retroactive Benefit Enhancements Have Also Increased the Unfunded Pension

L tabitity . '
Another reason for the increase in the unfunded liability is that each plan has had
benefits enhanced over time, often retroactively over current members’ entire
carears. Retroactive benefit enhancements create a liability for pension
obligations which had not been previously funded through prior years'’
contributions,
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For example, in 2006 and 2008, the maximum allowable benefit for Police and

' Fire members was increased from 85 percent of final compensation to 90 percent
and this was applied retroactively to all active members. This enhancement added
about $70 million to the Police and Fire unfunded liability {or about $26,000 per
Police member and $47,000° per Fire member), it should be nated that the 2008
increased benefit for Fire members was granted by an Arbit,ratmn Board thraugh
the Charter's binding interest arbltration procedures,

The fojlawlng example iHlustrates how a retroactive benefit enhancement creates
unfunded kabiities. Exhibit 23 shows a timeline for a sworn Fire employee who
began working with the City in [980 and retired in 2000 with a2 final
compensation equalmg $100,000, Because this individual worked for 30 years,
they receive the maximum aflowable benefit of 90 percent of final compensation
(or a pension equal to $90,000),

Exhible 23: Exampte of How Retroactive Benefit Enhancements Would
Affect a Fire Employee Retlring in 2010 After 30 Years of

Service
Empioyee
Bagins Sorvico (1980) R:t' ;ﬂr;’;?;:e; o
Maximum TH5% 80% 85% 909
Retirement . i I ;
Allowance ; 1
1980 1990 2000 PF

2010 .
Source: Auditor analysis of the San fosé Municipal Code ‘

During the employee’s service, the maximum benefit level was changed three
times:

o 1996 — maximum benefit was raised from 75% of final compensation to
8%

« 2000 — maximum was raised from 80% to 85%
e 2008 — maximum was raised from 85% to 90%

For most of this employee’s career, both employee and City contributions were
made to fund 2 lesser level of benefits. When the maximum allowable pension
was increased in 2008 and applied retroactively, it created an unfunded liability
equaling the difference between che level of assets required for an annual $90,000
pension and that required 1o fund a $75,000 or $85.000 pension. Historically, the
unfunded liabitity for these types of retroactive benefit enhancements has been
the sole responsibility of the City.

37

GURZA000047



Pension Sustainability

Benefit enhancements can be granted by the City Council or, in the case of Police
and Fire members, through the binding arbitration process. Because taxpayers
are ultimately responsible for futura pension benefits, jurisdictions such as San
Francisco and San Diego only allow benafit enhancements to occur through voter
approval.

The state of Maine has a clause in its constitution stating that unfunded liabilities in
its state retirement system may not be created except those resulting from
experience fosses {see next section for discussion of experience lasses).” The effect
of this_is that retroactive benefit anhancements cannot be granted if they create
any unfunded fiability. :

Recommendation #i: We recommend the City Coundil expiore
prohibiting: : .

1. Pension benefit enhancements without voter approval

‘2. Ratroactive pension benefit enhancements that create
unfunded liabilities

The Unfunded Liability for Pensions Increased by.About 3750 Million Because
Actuarial Assumptions That Had Been Used to Cost the Plans Did Not Hold True

A key objective of retirement planning is to strive for prefunded benefits, meaning
contributions are made during the course of an employee’s career such that
those contributions (along with lnvestment earnings) pay for the entire cost of
the employee’s pension benefits. As discussed earlier, thls prefunding is
important for inter-period equity. i.e. the cancept of paying for current services
and not shifting the burden onto future taxpayers.

The Role of Actuarial Assumptions in Calcutating Pension Liabilities
and Contribution Rates

When actuaries conduct valuations to calaslate pensian liabilities and contribution
rates, they make assumptions about future events thac affect the amount and
timing of benefits to be pald and assets required to be accumutated. These
assumptions relate to such variables as:

« Future investment returns on plan assets

» Member mortality rates

* Maember retirament rates

* Expected salary increases by members

o Additional variables such as d:sabllaty rates, termination rates, and
other factars which can impact frture benefit calcuiations
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- When actuariol assumptions do not hold true, a plan's unfunded fiability may grow.
' For example, if a beneficiary lives longer than expected, they will receive more
benefits than predicted. The costs of these unexpected benefits will result ina
higher pension liability. When conducting an actuarial veluation, actuaries
recognize experience gains or Josses, depending on whether actual outcomes 4s

compared to the assumptons result in a fower or higher calculated fhability.

Acwaries may also change assumptions to reflect changing expectations of the
fumire. Changing assumptions also result in adjustments 1o the pension lizbility as

- they impact projected experience in all future years (s such, they also affect the
plan's nonmal casts).

The Unfunded Liability Increased by More Than $220 Million Because
investtnent Returns Fell Below Expectations

The current assumption for ne¢ investment return is 8.0 percent for Police and
Fire. Federated's prior assumption of 8.25 percent is being stepped down to 7.75
percent over the next 5 years, WWhen investment returns do not meet these
expectations, the plans’ must recognize experience losses. These experlence ksses
are distinguished from the market losses discussed earlier. Experience losses are
the difference between acwal investment remrns and what is éxpected 1o occur'
2s represented by the actuarial assumption,

It is important 10 compare the acwial investment rewrn to the assumed return
because, as was reported by the Pew Center on the States in The Triflion Doiﬁar
Gap, if 2 plan suffered a cre-time, 24 percent 10ss in value:

. the fund would have to make 16 percent in onnual investrment returns
for the next five years to aecumulate as much as would have been accrued
if they hod consistently received the historicolly antidipated 8 percerit rate
of return aver the some perlod of time.??

Exhibits 24 and 25 show the assumed investment returns and estimated actuzl net
returns from FY 1980.81 through FY 2009-10 for each plan.

T The Pew Center on the States, *The Trillion Dollar Gap™ {February 2010}
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Exhlbit 24: Police and Fire Retirement Plan Assumed and Actual Net lnvestment
Returns, FY 1980-81 Through FY 2009-10
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Sources: Comprehensive Annual Finandof Reports, Aanuaf Reports ond actuariol voluotians, Palice and Fire
Deportment Revrement Plan, Fiscal Yeors 1980-81 through 2008-09, Droft Pdlice and Fire Deporument
Retirernent Plan Finariciol Statements Fiscal Year 2009-10

Exhibit 25: Federated City Employees' Retirement System Assumed and
: Actuaj Net lnvestrment Returns, FY 1980-81 Through FY 2009-10

25% ' ; —

20%

15%

(0% 4

5% -

0%

-5%

C10%

5%

-20% - P

1981 1983 198BS 1987 {989 199L 1393 IS 1997 1999 200t 2003 2065 2007 2009 2010

= == = Assumed Met Rate of Return Actual Net Rate of Rotum

Sourcas: Camprehensive Arnwal Fingncial Reponts, Apnual Reports and octuarial va!ém_:.ians, Federgied City
Employees” Retirement System, Fiscal Years 198081 shrough 2008-09, Droft Federated City Emplayees’
Retirement System financial Statements Fiscol Yeor 2009-10
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Through FY 2009-10, each plan had met ics assumed net investment retrn in 22
of the past 30 years. However, in each case the plans fafled to meet the assumed
return in 5 of the previous [0 years, Over the fast thirty years, the long-term
compound growth rates for both plans were about 7.5 percent.

Between June 30, 2007 and June 30, 2009, actuarial experlence losses from
investment returns added about $138 million to the Police and Fire unfunded
liability and $86 million to the Federated unfunded liobifity (about $36,000 per-
Police and Fire member and $11,000 per Federated member:s)*

The Unfunded Liability Increased by More Than $160 Million Because
Other Demographic and Economic Assumptions Did Not Hold True

According to experience analyses prepared by the plans’ actuaries in 2009, other
demaographic and economic assumptions did not hoid true,

» Police and Fire - the plan experienced earlier retirements and higher
- salary increases among active members than expected.

« Federated - the plan experienced more retirements, mare
‘termimations and  withdrawals, and fewer salary increases than
expected,

As 2 result, the contribution rates had been set too low, and the plans fell further
behind. Experlence losses associated with these assumptions for the two years
ending June 30, 2009 added about $105 million to the Pofice and Fire unfunded
Habitity and $62 million 1o the Federated unfunded fiability {about $27,500 per
Police and Fire member and $8,000 per Federated member).

The Unfunded Liablifty Increased by More Than $378 Million Because
Some Mortality Rate, Retirement Rate, Salary Increase, and
Investment Rate Assumptions Were Adjusted Based on Past
Experience '

Changing assumptions can have a large impact on the caleulation of pension
habilities. As 2 result of the experience analyses and Retirement Services staff
advocating for more realistic assumptions, the actuarles for each plan
recommended, and the Boards' approved, changes to key plan zssumptions for
the June 30, 2009 valuations.3! . These changes 2dded about $i45 million and $229
million to the Police and Fire and Federated unfunded fiabiiities respectively
(2bout $38,000 per Police and Fire member and $29.000 per Federated member).

* Member includes retired members, survivors, and active empfoyaes,

® As noted carfier. because of the actuarial method of smouothing gains and losses, recent market |osses
have not been fuily recognized for actuarial purposes. : '

* The assumption was for annrual salary increases to range from 5% to 9% depending upon years of service,
Actual average salary increases over the 4-yoar study period ranged from 7.3% to {1.6%, :

*in recent years, Retirement Services has hired two actuaries for its staff
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Specific changes included:

* Police and Fire Plan - (1).mortality rate was changed to reflect fonger
expected lives of plan members, (2) retirement rate for Police
members was adjusted to reflect earlier retirements, and (3) salary
increase assumption was changed to reflect higher salary increases.

¢ Federated Plan — {1) begin phase-in for reduction in jong-term
investment rate of return assumption from 8.25 percent to 7.75
percent and (2) mortality rate assumption was changed to reflect

longer lives.

Because recent market losses have nat been fully recognized for actuarial
purposes, the actuarial unfunded fiability totaled $1.1 billion at june 30, 2009 (or
- about $1 billion less than the market value of the unfunded liability). Even with
the deferral of market losses, however, the City's actuarial unfunded liabifity grew
by $778 million between 2007 and 2009 as 2 result of experience losses and

assumption changes.

Exhibit 26 shows the components of the growth in the two plans' actuarfal
unfunded Habilities from June 30, 2007 o fune 30, 2009 zlong with the amount of
deferred Iosse_s to be recagaized in the future,

Exhibit 26: Components of the Growth in the Actuarial Unfunded Llability from
june 30, 2007 to June 30, 2009 ($miilions)

¥

_ quice &
.Fire
Actuarial Unfunded i:ability june 36, 3007 T8 66
Investment experience losses (actual return T
markor loset which have ot ool 138.4 85 243
recognized for actuarial purposes) _
Orher outcomes differing from assumpuons ‘ P i - B
{e.g. member mortality and retirement rates, 105.1 62.2 1673
salary increases)
_Changein investment recurn assumption ¢ 0~ 4% 1415
Changes in other assumptions:’
Pofice and ey iy and redrement 1454 87.3 1327
Federated - momilty vate -
" Amortization of previous unfunded iaabdity ey 1 m"('i.())' R 0 (16) )
" Interest costs and other 0 140 40
" Acwarial Unfunded liability, june 30, 2009 3939 7296 | CLiBs
""" “Deferred losses 6004 3999 ¢ 10003
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Recommended Best Practice: Actuarial Audits

According to the Police and Fire actuary, The Segal Company, the use of realistic
octuarial assumptions Is important to maintain adequate funding, as estimating a$
closely as possible to the actual cost “will permit an orderly method for setting
astde contributions today to provide benefits in the future. and to maintain equity
among generations of taxpayers and participants.”

As is evident from recent history, when actuarial assumptions de not hold true,
unfunded labilittes and contribution rates can Increase dramadcally. The-
Government Finance Officers Association’s (GFOA) recommends that retirement
plans have an independent actuary conduct an audit of the plan's actuarial
valuations at least once every five to eight years. The purpose of the actuarial
audit is “to provide an independent eritique of the reasonableness of the actuarial
methods and assumptions In use and the validity of the resulting actuariaily
computed contributlons and liabifities.”

Other jurisdictions, including the states of Washington and Missouri, have specific
policies which require regular, periodic actuartat audits. In San José, only when
the redrement plans change actuaries are the gctuarial valuations subjected to such
peer-level scrutiny.

Recommendation #2: To ensure the reasonablenass of the methods
and assumptions used in the retirement plans' actuarial valuations, we
recommend that the City Council amend the Municipal Code to
require an actuarlal audit of such valuations every five years if the
actuary conducting the valuation has not changed in that time.

GASB Project Plan: Postemployment Benefit Accounting and Financial
Reporting

In 2006, GASB faunched a research project to gather tnformation ‘regarding how
effective the swandards established for pension accounting and financlal
reporting—Sutement No. 25, Financigf Reporting for Defined Benefit Pension Plans
ond Nate Disdosures for Defined Contribution Plans, and Statement No. 27,
Accounting for Pensions by State and Locol Governmentol Employers—have been in
Improving accountability and providing decision-useful (nformation.

GASB has issued lts preliminary views and proposed charges on pension
accounting and financial reporting. Retirement Services staff have already

conducted a preliminary analysis of how the proposed changes would impact the
City's financial reporcing and accounting of post-employme it benefits:
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¢ The unfunded liability would be recognized as a !iajbi!ity on the City's
balance sheet. The liability would be defined as the difference between
the actuariof accrued liability and the net market value of assets. '

¢ Because the City's annual expense calcufation may be clculated
differently than the current annual required pension contribution, the
changes could potentially add volatility and introduce a disconnect
_between the two.

However, it should be noted that new standards regarding pension accounting

have not yet been issued by GASB and are probably years away from
implementation.
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Chapter 5 Individual Components of
- the City’s Pension Plans
Have Different Impacts
on Overall Costs

SUMMARY

Each component of a pension plan has an impact on the overall cost of the
system.  In addition to' the pension formulas {expressed as a set percentage
muitiptied by a member's years of service) two major drivers of the City's
pension costs are: :

* Age at which members are eligible to receive retirement benefits (50
for Police and Fire and 55 for Federated)

= Each p!a_ﬁ‘s guaranteed annugl 3 percent cost-of-living adjustment
(COLA),

Other cost drivers with varying degrees of impact include the determination of
final average salary using the highest one-year average, joint and survivor benefits,
the maximum pension levels (90 percent for Police-and Fire and 75 - -percent for
Federated), the plans’ reciprocity provisions, and the Supplemental Retlree
Benefit Reserves.

Retirement Age and the Guaranteed 3 Percent COLA Are Major Cost Drivers of the _
City’s Pension Plans

Each component of a pension plan has an impact on the overall cost of the
system. In conjunction with our review, we asked Retirement Services staff to
assess the relative costs of various components of the City’s pension plans as a
proportion of the overall cost, The following are not designed as specific
proposals for change; they are meant to give a general pictre of what plan
provisions are driving pension costs. Specific elements of the current plans’
designs included in the analysis were:

+ Ratirement age
» FPension formulas, including maximum allowable benefit
s COLA

+ Final compensation
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Exhibit

Federzted :

P&F

» Swundard allowance to surviving spouse/domescic partner or children
(“joint and survivor benefits™)

Estimated Cost of Charter Minimum and Other Selected Provisions

For Police and Fire, the Charter minimum benefit équals 50 percent of final
compensation; the Federated minimum benefit equals 2 percent of final
Compensation for the first 25 years of service plus | percent for each year
beyond 25 (with a maximum benefit of 85 percent of final compensation). For
each plan, the Chartér defines final compensation as the average safary in the
three years immediately proceeding the member's retirement,

Exhibit 27 highlights the cost components of the current plans. As shown in
Exhibit 27 the minimum benefits spelied out in the Charter account for an
estimated 44 to 50 percent of the total cost of each plan. The guaranceed 3
percent COLA, which is not part of the Charter minlmum benefit, accounts for
an additional 26 to 28 percent of the cost of each plan. The one-year final
compensation for determinirig pension benefits accounts for 4 to 6 percent of
cost, and the SRBR accounts for an estimated 4 percent of each plan $ COSt.

27: Estimated Percentage of Cur‘r‘ent Pian Costs Attributable to Charter
Minimums and Other Selected Provisions

T U T B 4 ¥

0% 10% 0% 0% 10% 50% 0% 70%  80% 90%

100%

22 Charter minimym ® COLA 23 | -year finaf average sahry' [3SRBR M Other benefits above charter minkmum

Source: Rearement Services Depwment
Note: Costs are estimated bosed sn current active membershp and aritrarial asswnpuuns used
for the june 30, 2009 valuotions.

Estimated Cost of Various Benefit Levels

Exhibits 28 and 29 show estimated costs attributable to various benefit levels,
including the retirement age, the COLA, pension formulas, joint and survivor
benefits, and the highest cne-year average final salary versus the highest three.
year average,
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- Exhibit 28: Estimated Costs Attributable to Various. Benefit Levels — Police and

Fire . .
w, o 37
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Nate: Costs are estimated based an curcent active membershipy ond gctuarial assumptians vsed far the June
30, 2009 wiuations, CPlcopped COLA casts were estmated using annual CPL over the last 50 years:
assuming ng COLA banks, . .

Exhibit 29: Estimated Costs Attributable to Various Benefit Levels — Federated
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Nate: Costs ore estimated based on current active membership and actieariol ossumptiane used far the june
30, 2009 valuotions. CPicapped COLA casts were estimated using annual CPI over the lost 50 years
assuming ne COLA banks. . '

These cost components are described in more detait below:

- Retiremeént Age

As is shown In Exhibits 28 and 29, one of the largest cost drivers is the age at
which retirees are eligible to receive benefits — more than 30 percent of total
cost comes from the efigibility wo retire at 50 and 55 years of age versus 60 and
65 year of age for Police and Fire and Federated, respectively.
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The Police and Fire retirement age was decreased from age 55 to age 50 in 19698,
The Federated retirement age of 55 or older with 5 years of service, or any age
with 30 years of service, has been in place since 1975, Eligibility to retire at 50
versus 60 years of age increases Police and Fire costs by about 37 percent.
Eligibifity to rerire at 55 versus 65 years of age increases Federated costs by about
30 percent. .

Increasing or retiucing. the retirement age has the effect of changing both the

number of years a retiree receives benefits and the number of years that they

contribute into the system prior to retirement. Among retirees as of June 30,

209 the median retiremient age for Police and Fire retirees was 54 and the

median retirement age for Federated was 56. By comparison, eligibility for Social

Security benefits begins at age 65 {or 62 for a reduced, early benefit) or‘67 for
individuats born after 1960,

. Locally and across the country, consideration iz being given to Increasing
retirement ages. For example, in 158, the Federat government approved phasing
in increased Social Security retirement ages in an effort to shore up the Social
Security Trust Fund.

Pension Formutas, including Maximum Aliowable Pension

Pension formulas determine how the actual benefit is calculated. The maximum
aliowable beneilt provides a ceiling on the level of benefit that is allowable {before -
the application of any COLA}). As shown in Exhibit 29, Retirement staff estimate
that pensioning employees at 2.5 percent instead of, say, 2 percent increases
Federated costs by about 20 percent, and that penstoning Police and Fire
employses at 3 percent rather than 2.5 percent increases costs by about (7
percent. On the other hand, reducing the maximum benefit to, say 65 percent
of final salary rather than 75 percent couid reduce Federated costs by about 5
percent.

Guaranteed Annuaf Increases (ak.a, COLAs)

San José's pension plans provide guaranteed annual cost-of-fiving increases, even
in the first year of members' retirement. The current system provides that all
pensions in effect as of February I (Police and Fire} and April {5 (Federated)
receive an automatic 3 percent increase. As a result a Police and Fire member
can retire on Janvary 31+ at 30 percent of satary and receive a 3 percent increase
the next day, resuitmg in 3 pension of 92.7% of final safary.

This fixed COLA was negotiated in 2002 and 2006 for Police and Fire and
Federated respectvely, and replaced a previous benefit diat was tied 1o the
Consumer Price Index (CPi} and capped at 3 percent. In years that the CPi was
greater than 3 percent, the excess was banked to offset years in which the CPl
was iower than that mark,
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As shown above in Exhibit 27, Retirement staff estimate the guaranteed COLA
acoounts for about 28 percent of the total cost of the Police and Fire plan, and
26 percent of the total cost of the Federated plan. As shown in Exhibics 28 and
29, the guaranteed 3 percent COLAs cost an estimated | | percent of pay more
than would a COLA based on the CPl and capped at 2 percent.

Determination of Final Compensation

‘Both plans have changed their determination of final compensation from highest
three-year average compensation to highest 12-month average compensation,
Although the highest one-year provision took effect it 1970 for Police and Fiee,
the Federatred benefit was changed more recently, in 2001.

Exhibit 30 shows a recalculation of what three sample Federated retirees' pension
would be using a three-year average when computing final average salary
compared to the actual current benefit caleulation. -

Exhibit 30: Potential Lifetime Savings Using Highest Three_—YeaE Average as Final _

Compensation :
Monthly Perisioh Using. | Potential Life Savings |
- Current Honthly Highett Thye Yeir— |- - Using Throo Year.
e DRGNS b 0 Avedage | UAvebage (wICOLA)
Retirea #l $9.673 : $9.300 $247558
Retiree #2 : $2,098 $2.047 : $44,224
"7 Retires #3 : $1,992 _ $1874 $58071
' I Total Potential Life Savings | $350753

Source: Auditor onolysis bosed on information obtained from Pension Cold and PeopleSoft.

As shown earfier in Exhibits 27, Retirement Services staff estimates the cost of
determining final salary from the highest one-year average salary versus the
highest three-year average salary costs about 6 percent and 4 percent for
Police and Fire and Federated respectively,»

Standard Joint and Survivor Benefits

Both plans have standard joint and survivor benefits that increase estimated
pesision plan liabilities by about 5 to 6 percent (see Exhibits 28 and 29). For
each plan, spouses or domestic partners are eligible for up to 50 percent of a
member's pension after the membet's post-retirement death. Surviving children
are also provided benefits ¥ they are minors or students up'to the age of 22.3

¥ As noted in the Audit Objective, Scope, ond Methodology section of this report, the City Auditor's Qffice has
previously recommended the City return to using a three year average in pension caleulations rather than
the highest compensatien earnable in any twelve month period.

¥ Note that retirees may choose an optional serdement at retiremant that reduces their pension benefit to
provide a higher survivorship allowznce to a designated beneficiary or their spouse/domestic partner.
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- Other Cost Elements

Two other elements of the City's retirement plans also add costs to the pension
systems:

Rgciprocity

In 1994, the City entered into an agreement with CalPERS that extends reciprocal
benefits to plan members. Reciprocity alfows members to combine their service
with the City with reciprocal CalPERS systems to determine total years of service
and final compensation. In FY 2010-11, reciprocity added 0.45 percent of payrolt
to the current Federated contribution rate (adding about $1.5 million per year to
the City's annual required contribution). :

Supplemental Retiree Benefit Reserves {SRBR)

The SRBRs allow for supplemental benefits to retirées which are derived from
plan “excess” earnings. When the plans actual investment returns exceed the
expected returns, then a. portion is transferred inte the SRBR for later
distribution as a supplemental benefit. This is expected to take place even when
the plan is underfunded. The Federated SRBR was established in |986: the Police
and Fire SRBR was established in 2002, Each pian had a funded ratio greater than
100 percent the year their respective SRBRs were established.

Retirement Services staff éstimates that the cost to the Retirement Funds to
transfer “excess” earnings to the SRBR is about 0.3 percent of earnings. That is, if
“the phan is normally expected to earn 8.0 percent in investment earnings in the
long term, it will néed to actually earn about 8.3 percent to- account for SRBR
wransfers for the years when the plan exceeded 8.0 percent. As was shown in
Exhibit 27, the SRBRs account for about 4 percent of the total costs of each
plan, '

For FY 2009-10, each plan had net investment earnings in excess of the expected
rewins. Retirement Services staff estimates that there may be “excess” earnings
for Federated, meaning there may be 2 transfer of income into the SRBR even
though the plan has a significant underfunded lability. As of August 31, 2010,
there had not been a determinatlon of whether there woudd be a distribution to
Federated retirees however. For Police and Fire, the calculation of excess
earnings is stighdy different and Retirement Services staff does not believe that
there will be “excess” earnings for FY 2009-10.

* The parameters for when each plan makes a distribution to retirees differ and distributions are not made -
avery year, In general, when distributions are made, the amount per retiree depends on years of service
and years retired. As of June 30, 2010, the balance in the SRBR for Police and Fire Js $32.3 and for
Eedarated is $21.3 million. ’
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Chapter 6 Altematlves for a
~ Sustainable Future

SUMMARY

The City has fimited maneuverability in how it could change its pension plans for
current employees, Nonetheless, the City may be able to or may have to reduce
its pension costs to preserve the system. Other jurisdictions have reduced thetr -
costs through (1) additional cost sharirig by employees, (2) prospective changes in
plans for existing employees, and (3) establishing 2 second tier pension for new
hires. We recommend the City pursue one or a combination of these cost-
containment strategies, and that the City consider eliminating the SRBRs or at
least prohibiting transfers into the SRBRs and distribution of supplemental
benefits when the plans are underfunded, and also consider joining CaiPERS in
order to reduce adiministrative coses.

Finally, because of rising pension costs and their threat to the City's Generat
Fund, we recommend that the City Manager shouid propose an annual ongoing
budger for actuarial services to easure that any cost projections fo'r néegotiations
with bargaining groups are actuarially sound and to assess the jong-term
sustainabifity of any proposed plan revisions. '

Maneuverabiltt}r to Change Plans for Current Emp!oyees is Limited Under Current

Law
There is constderable discussion about how limited the City or other local
governments are in changing certain benefits for active members of retirement
plans. The City's maneuverabliity to change its pension pians for active
-employees may be restricted as It could be deemed an impairment of an existing
eontract.? in this situation, San José’is not unique. Accordlng o 3 recent. New
York Times articie:

There is, of course, no argument for eanceling a pension already earned,
But public employees benefit from a unique notion that, once they. have
warked o single doy, their pension arrangement going forward can never -
be dltered  Na other Americans enjoy such protections. Private companles
sften negotiate {or force upon their workers) pension odjustrments,%

Howeaver, not every benefit was authorized or “promised” in the same way, and
seme things can be more easily modified than others (eg. employee contribution

¥ The vested rights doctrine may have different application to retiree medical benedits for current
employees than pension benefits for current emplayees. :

% Roger Lowenstein, The Next Crisis: Public Pension Funds (June 2010)
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rates) and ‘additional analysis will be required. There are currently lawsuits
challenging the assertion that current pension benefits cannot be changed,
including:

» Orange County, California sued to repeal the awarding of previously
granted retroactive benefits, The case was dismissed by a Los Angeles
County Superior Court judge in 2009, The County has appeafed that
decision,

*  The states of Colorado and Minnesota each changed the foermula for
calculating COLAs In thelr pension systems. Subsequently, .lawsuits
were filed by retirees challenging the legality of the changes. As of
‘August 30, 2010, there had not been rulings in the Colorado or
["linnéSOta cases. :

In May 2008, the City of Valiejo. Caiffc)mna filed for bankruptcy under Chapter 9
© of the U.S. Bankruptey Code. Under the filing, Vallejo fisted the two largest
unsecured claims against the city. as retiree health benefits and unfunded pension
obligations.” As part of the bankruptey workout plan adopted by Vallejo's City
~ Coundll in December 2009, the City sought to reduce retiree health care benefits
but feftr existing pension benefits afona 2 '

The City May be Able to Reduce Costs Through Negotlatlons with Employee
Bargaining Giroups

As discussed earlier, the retirement finds have substaﬁtia! assets set aside to fund
future penston benefits, but not enough to avoid significant outlays in the future
to reach full funding.

In combination with future budget and service reductions, the City will most
prabably seek to reduce pension costs through negotiacions. This is what
occurred during the FY 2010-11 budget process. To reduce costs, the City
proposed a variety of concessions from employee bargaining unies -that would
reduce the City's pension costs, including:

‘s . Additional retlrement contributions to help offset the City's annual
contributions towards the plans’ unfunded labilities

¢ Reductions in employee base pay (upon which future benefits are
based})

¥ Vallefo's unfunded retiree health benefit obligations totaled $135 million and unfunded pension obligations '
totaled $84 miflion. By comparlsan; Vallelo s total General Fund revenues in its FY 2008-09 Proposed
Budget were about $8) million.

* In March 2010, Vallejo approved a new tontract with its fi irefighters that reduced benefits Tor new hires
hut did not touch benelits o{exming em;:ioyees
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Increased Cost Sharing Between the City and Employees

As has already been seen, one alternative is increased cost sharing. Negotiations
between the state of California and some employee bargaining groups led to
increases in the amount employees would contribute for their pensions. Similarty,
other local governments have negotiated with employee bargaining groups and
increased employee contrlbution rates. Exhibit 3| shows selected cities and one
state employee bargaining group who have raised employee contribution levels
{nota: similar to San José employees, these groups do not contribute to Social
Security).

Exhibit 31: Selected Increased Cost Sharing Agreements, Other Governments

" .| Change in Employee
.| ~Gonttibutiofi Rate
il : Raised from 2% to 8%
v ce {sublect to approval oi parcei ey by “A Raked from 0% to 9%
: ] . U over three years
C!ty of Saf Francisco pub!u: safety {new emp!oyegs) SR Raised from 7 5% to %
'Californli nghWay Patrol ) o zne | Raised from 8% o E{}% -
S_ﬁix"r?é: City Auditor andalysis of informotion from Memoraada of Undemandmg Efection Resuits, “and news

artides

It should be noted for comparison that San José current employee contribucion
rates including OPEB are already 15.57% for Police members, 13.7% for Fire
members, and 10.3% for Federated members«

San josé empioyees share in the normal cost of their pensions, on an B:3 ratio
specified in the Charter. On the November 2010 ballot there is a measure to
amend the City Charter that would, among other things, atlow the City Council
to provide a retirement plan or plans to new emplioyees that are not subject to
the Charter’s minimum requirements. including the 8:3 contribution ratio.

. The Charter does not specify how the cost of the unfunded liability is to be shared.

Currently. employees share in the curcent year or estimated normal cost of
benefits, but historically the City has borne the full burden of paying for any
unfunded ligbilities. Beginning in 2010, some bargaining groups will be picking up a
negotiated share of that burden, offsetting the City's payments towards the
unfunded fiability, It should be noted that these agreements de not result in. any
additional contributions towards the unfunded llability; only a redistribution of
who pays.

¥ Each of these agreements were part of larger pefision reform measures which also reduced benefits or
changed the calcufation of final compensation for new hires.

* These rates ane before any negotiated employee pickup of a pertion of the City's conmbuuon as a result
of negotiations with bargaining units for the FY 2010-11 Budget as described in Chapter 3.
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Coansideration Should be Given to Eliminating the SRBRs or at Least
Prohibiting Transfers of “Excess Earnings" and Distribution of
Suppiemental Benefits When the Plans Are Underfunded

As described in Chapter 5, the SRBRs provide supplemental benefits to retirees
which are derlved from plan “excess” earnings. This can take place even when
the plans are underfunded. As was seen in Exhibit 27, the SRBRs account for
about 4 percent of the total costs of each plan. The Federated SRBR was
established in 1986, The Police ard Fire SRBR was established in 200} and
commenced distribution in 2002, In our opinion, elimination of this practice Is
Necessary to preserve and protect the retirement pians.

Prospective Changes to Retirément Plans Are Aliowable in Exchange
for Commensurate Benefits

An exception to the perceived rule against changing certain benefits of active
members can oceur if, in exchange for a benefit reduction, a commensurate
benefit is provided, In 2019, this oecurred in Vermont where state teachers
agreed to a-later retdirement age in exchange for an Increase in the maximum
allowable benefit.

As noted previously. as 2 result of recent budget deficits, many City employees'
base pay and employee benefits have been reduced, others are paying more than
20 percent of thelr wages and salaries in pension contributions, and t91
employees were hid off. At the same time, regular employee contribution rates
for retirement and OPEB costs have increased as well. As budget deficits are
forecast into the future, City employees may find the combined impacts from the
annual budget process, negotiations related to concessions, and rising
contribution rates overly costly and personally unsustainable.

For example, faced with negotiating based on. their totai compensation (where
retirement benefits are included along with base pay and other benefits), some
employees may prefer any reductions to their total compensation be balanced
between income and benefits. For example, reducing base pay and increasing
retirement contributions each have the effect of reducing an employees’ take-
home pay. Faced with difficult cholices, employees may choose to agree to things
that do not affect net pay to cover other needs such as saving to purchase a
home,

The willingness and ability of bargaining units to agree to a partitular congession
can be dependent upon where the employees they represent are in their careers
and what they expect or prefer in a pension. For exampie, an individual nearing
retirement may be less interested in changes to their plan than an individual just
beginning their career. For this reason, the agreement in Vermont to raise the
retirement age did not affect teachers who were within five years of retirement.
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Some employees, particularly those with only a few years in the system andfor
who may not view a 30-year career with the City as a likefihood, may put more
“value on 2 plan that-affows more portability and self-direction than the current
system'. As was the case in Vermont, some employees may prefer a later
retirement age in exchange for something else. In San José, that could mean

reduced current contributions into the system, increased portability, or some
other consideration.’

The City Should Explore a Second Tier for New Employces

The Charter provides for the minimum pension benefits the City must provide
for employees. On the November 2, 2010 ballot there is a measure t© amend
the pension provisions in the City Charter, #f approved, the City Council would
have the abllity to estabiish second tier retirement plans for new employees that
“are not subject to the Charter's minimum requirements. Other jurisdictions
already have multiple tiers within their pension systems.

The City Manager’s Associations of Santa Clara and San Mateo County have
recommended that cities in the region implement a second tier of benefits for
new employees. CalPERS and some local jurisdictions (eg. San Francisco,
Oakland, Pale Aito, San Carlos, South San Francisco, and Camgbell) atready have
created second tiers for new hires.2 Some of the changes in benefits Include:

= Raising the retirement age from 50 to 5§ for public safety employees
and 55 to 60 for miscellanecus employees

* Reducing the benefit formula to 2 percent of final compensation times
-years of service

» Changing the definition of final compensation to the average of the -
highest three years rather than highest one year

Some jurisdictions ha\re implemented 401{(k} style defined contribution plans®
{e.g. Afaska) or hybrid systems with both defined benefit and defined contribution
plans (e.g. Washington, Utah, and Michigan). When these types of plans are
implemented, current employees are often allowed to opt into them,

Local governments are only exempt from having thelr full time employees
participate in the Social Security system if they provide a plan that meets certain
minimum standards. in addition, in order for employee contributinns to be made

*! For simplicity, when we refer to Second tier benefits, we are referring to a p!an s most recent tier which
inctudes 2 reduced level of benefits than previous tiers.

2 Oakdand's second uer is contingent upon voter appmva! of a parcel tax ballor measure in November
2010. . .

® We are using the term 40 (k) style defined conmbutron plans” because 401k} p!ans in particular,
cannot be implemented by governmientat agencles that did not have them in place in 1986,
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into a retirement plan on a pre-tax basis. the plan rust meet Internal Revenue
Code requirements, including the requirement that it provide a “definitely
detmrminable benefit” to amployees.

_As a result, a straight 401(k) style defined contribution plan is not an option for
the City; but Social Security could be, The City could opt to participate in Social
Security and pay 6.2 percent of payrcll into the Sacial Security Trust Fund
{potendally supplemented with a defined contribution plan). As was nated in
Chapter [, Redevelapment Agency staff who are not City emplayees participate -
in a defined contribution 401(a) plan in which the Redevelopment Agency
contributes 9 percent of base salary and makes payments into Social Security, and
employees contribute 3 percent of base salary and also make payiments into Social
Securlty. : '

Considerations for Second Tier Benefits

In developing a palicy for second tier retirement benefies, the City will need to
consider a number of factors, including:

*  Purpase of plan:
.« City's perspective — attract and retain a quality warkforce

+ Emplayee perspective ~ future replacement income {Money
magazine cites a retirement income target (from ali sources) of 70
percent of pre-retirement income ta live comfortably in
retirement)

= Affordability of the plan

= Are employees cavered by Social Security or offered ather supplemental
-savings plans?

*  Poruwbility of redrement asscts andfor reciprocity with ater California
public pension systems '

*  Whao bears the risk (i.e. investinent risk or the risk of not meeting other
assumptions)!

Warkfarce Develapment Concerns'in Designing a Second Tier

The City's defined benefiz plan is designed to reward longevity and promise a
fixed benefit for life in retirement. It encourages retention because the benefit
becames mare valuable as the employee ages and stays mare years with the City,
As a retirement plan task force in Maine recently reported:

A major consideration for... evoluating o second tier plan is wha is it
designed to benefit and why? If the goal is to solely to encouroge
employee longevity, the tradiional defined benefit plan is the answer, If
the gaal is to attract and hire younger employees, a defined contribution
plan is o likely aption, If the gool is to create portability of benefits so that
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mebile employees can build a retirement income, then Social Security with
a supplernental defined contribution plon, or ta a lesser extent, a defined
benefit plan moy fit the need 4

The large number of anticipated baby boomer retirements,. and the significant
replacement hiring that may occur to backfill those positions, requires that the
City has a system that will continue to be attractive 1o incoming talent —~ even as
the Clty attempts to reduce costs. According to some observers, a new
generation of employees may have different desires and expectations of career
paths and compensation tradeoffs. While the need for cost reduction may be
what is driving the change, a desirable result should also be a revised system thae
aligns to employer and employee needs Into the future,

Alternate Plan Designs

Exhibit 32 lists some commonly understood advantages and disadvantages of
alternate plan designs. The important cons:deraticm of plan affordabitiey would
depend upon the specifics of the plan,

Exhibit 32: Advantages and Disadvantages of Alternate P!an Designs

Advan Itages
Deﬁned benefir. plan ' - Guaranteed lifetime benefit to | - Employer bears alt of the risk
: T 4 employees | - Limited portability of benefits
; - Motivates employees to ! - Cost of plan can Auctvate
continue in service from year 1o year as a result
~ Generally more expensive of actrariat projections

overall, but more efficient than
defined contrlbution plans at

providing beneflits on a per
: doltar of benefit paid basis®
“40t (k) sryle deﬁned oorftr‘lbudon - Empioyer costs are fimited - Employee bears tisk of
plan; (In ctim!ﬂbation wsdl Soc:a! ] - Annus! contribution amount is outiving accumulated assets
Se@uﬂt)') L i easlly determined and market returns .
o | -~ More portabie than defined - Does apot provide same
benefit plan metivation to continue service
_ as defined benefic pian
Hybrid plan - Depends on plan design - Depends on plan deslgn
{with defined benefit and defined - Flexibility tn sharing tisk
contribution characteristics) associated with peasion
! obligations

Source: Auditor analysis

“ Maine Unified Retirement Plan Task Force, Task Farce Study and Re;pnrt Maine Staze Employse and Teacher
Unified Retirement Plon {March 2010).

® According o Gabriel, Roeder, Smith & Company, the Federated plan's actuary, this is because individuals
Jn defined contribution plans need to invest more conservatively as they grow older and accumulate assets
1o finance benefits. Defined benelit plans do not have to alter their investment mbe over time and can
spread the risks of mortalicy over their members” lifedmes.
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' Potential Cost Savings From Establishing a Second Tier Moy be Minimaf in the Short-
Term .

Because second tiers generally apply only te new hires, cost savings may be

- minimal in the near term but grow in future years because of employee turnover.
This is because the normal cost and the continued amortization of the unfunded
liability for the first tier must still be paid. Nonetheless, as an estimate of how
quickly savings could be achieved, about 20.25 percent of employees would be
included in the second tier In five years if San josé's employee turnover in the
future is the same as in recent history.

Alfowing current employees to Opt into the second tier could further reduce
pension costs. Opting-in could benefit current empioyees in the form of lower
pension contributions — particuiarly if- it had been negotiated that firse-tier
employees would share in the cost of the unfunded fbility, Under those
circumstances, employees might want the option to take a fower future benefit in
exchange for more income now.

Potential Impoct an Contributian Rates

Although a second tier would reduce pension costs, it couid have an adverse
impact to contribution rates for remaining first tier members. This could occur
if the annual cost to pay down the unfunded fmbility was spread across a
diminishing number of employees. lronically, the same thing happens with layoffs.
Layoffs reduce the salary base, potentialiy !ncreasing the required contribution
rites for the remaining employees;

There is a High Cost to SellkAdminister a Pension Plan

Self administering a pension pian is costly for focal jurisdictions. San josé is one of
only a handful of Californiz cittes that administer thelr own pension system. The
- majority of tha state’s cities and counties are members of CaIPERS.

In FY 2008-09 the combined administrative expenses of the Police and Fire and
Federated plans totaled about $5 million, or about 2.6 percent of total
contributions, In comparison, the administrative expenses of the Sacramentn
County Employees’ Retirement System and the San Bernardino Employees’
Retirement Association were about 2.6 percent and 3.0 percent. of total
contributions, respectively. ' '

Comparatively, because CalPERS is able to spread its costs across a larger pool of
participants, the City wouid have been charged about $}.4 mifion in
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administrative fees (or | percent of total contributions) if it was a member of
- CAlPERS.

CalPERS offers multiple benefit packages from which local governments can.
choose; the packages are generally comparable to the City's current benefit
structure.  CalPERS offers separate packages for two categories of employces:
public safety and miscelianeous,

I a city with an existing pension plan opted to join CalPERS, they could either
transier all of their active and retired members with afl prior service costs, or
transfer all active members going forward (with the city continuing to administer
the benefits for costs associated with past service). A city could afso transfer just
one of the categories of employees but not the other (eg. 2 city could opt to

* have CalPERS administer its pension plan for publlc safety employees but not-for
its miscelfaneous emplayces),

. There are challenges associated with joining CalPERS and achieving potential cost
savings, including:

¢ To fully achieve cost savings, the Retirement Boards would need to
transfer afl prior service costs (le. costs already earned) to CalPERS.
This would require a 2/3 amajority vote of ali retirement plan members.
If ali prior service costs were not transferred, and only a portion of
employees moved to CalPERS, the City would end up paying CalPERS
administrative fees and incurring its own expenses administering the
prior service costs,

s Employee and employer contributions would be set by CalPERS 47
¢ The City would rely on CalPERS to invest plan assets.

e The City might be required to continue to administer medical and
dental benefits for some time.

+ Upfront costs of transferring prior service costs would be about
$300,000 (325 per member).

Penslon Obligation Bonds

Pension Obligation Bonds (POB) are raxable bonds other California jurisdictons
have issued to finance some or all of their unfunded labilities. POBs can lead to

* As annual contributions are projected to rise in the future, administrative fees that CalPERS would charge
wouid rise. Similarly, as the City's personnel costs rise, the City's retirement pians’ administrative costs - .
would afso rise. The dlﬁerent:a! between the CalPERS costs and seff-administering the plans woulid vary
actordingly,

¥ The contract with CalPERS would not impact the City Charter mandated 8:3 contribution ratio nor the
City or employee bargaining groups ability to negotiate contribution rates within the Charter parameters,
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cost savings if the interest paid on the POBs Is less than the rate of return earned
" on retlrement fund assets,

"The GFOA recommends that local governments use caution when issuing POBs
as they present risks® Principal among these is investment risk (ie. if the
pension plan earns less than the interest pald on the POBs, then they become a.
nat cost to the 1ssuer)

In May 2010, the City Manager reported to the Council that (1) it was imperative
that they understand the market risks of POBs and (2) they were not a vizble tool
to address the FY 2010-1] budget deficit. We agree with this assessment.

Moving Towards Sustainability

The City has recognized that retirement reform is essential to the long-term
sustainability and avaitabifity of retirement benefits for City employees. in our
opinion, it is important that the City move aggressively to rein in pension costs
that threaten thé stability of the General Fund and the services it provides to the
residents of San José. It is important to start somewhere, and it is impottant to
STArt NOw, '

Recommendation #3: We recommend the City Administration pursue
at least one or a comb:natlon of pension cost-containment strategies,
including:

a) Additional cost shanng between the City and employees

b} Eliminating the Supplemental Retirement Benefit Reserves
(SRBRs) or at feast prohibiting transfers in and distribution of
“excess earnings”’ when the plans are underfunded

¢) Negotiating with employee hargaining groups for changes to
plan benefits for existing employees

d) Establishing a second tier pension benefit for new employees
e) Considering whether to join the California Public Emp!oyees
Ret:rement System in order to reduce administrative casts

The Administration should work with the Office of Employee'Relations
on potential meet-and-confer issues that such changes would present.

“ Eor more information, see the GFOA’s 2dvisories “Evaiuation the Use of Pension Obligation Bonds {[9%7
and 2005} and “Need for Considerable Caution in Regard to OPEB Bonds” (2007) available at
vww.gfoaorg. A GFOA advisory identifies specific policies and procedures necessary to minimize 3
~ government's exposure to patential loss in connection with its financial management activities. and should
not to be Interpreted as GFOA sanctioning the underlying activity that gives rise to the exposure.
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Additional Actuarial Review of Changes Before Approva! Should Ensure Complete
Understanding of Their Long-Term Impacts

The question of what is acceptable and what is affordable will require detailed
analysis, The GFOA advises that benefit enhancements should be actuarially
vilued before they can be approved in order to ensure a complete understanding
of their long-term financiai impacts. ‘We agree with this palicy should be followed
for alf benefit changes to existing plans, including options for second tiers.

OER is responsible for negotiating on behalf of the City with employee bargaining
units regarding wages and other terms of employment. Currently, OER contracts
with actuaries to cost out employee benefits as necessary {e.g during negotiations
with employee bargaining groups). However, OER does not currently have an
ongoing budget for actuarial services. Because of rising pensions costs and their
threat to the General Fund, we believe that OER should have a dedicated budget
for actuarial services so that it can have avatlatle such services when the City
begins negatiations with the bargaining units regarding retirement benefits,

In our opinion, this type of expert advice will be crideal to ensure that the City is
fully aware of the potential risks and fhabilities such changes represent,
Furthermore, independent review and advice will help the City and aff
stakeholders assess the potential impact of changes in actuarial assumptions and
the sustainability of benefit changes, This will facilitate the City Coundil, on behalf
of taxpayers, taking a more active role as the plan sponsor and guarantor of the
City's pension plans. ' :

Recommendation #4: To obtaih_ independent, expert advice on
pensior risks and liabilities, the City Manager should propose an annuat
ongoing budget for actuarial services.
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- Chapter 7 The City will Contmue to
Face Considerable
Financial Risks From
Rising Pension Costs for
Years to Come

SUMMARY

There is a risk that even if the City implements the previous recommendations,
pension costs may stlll be unsustainable. Because of the risks of rising pension
costs to the City's financial and budgetary future, we recommend that the
Retirement Services Department provide an annuat report to the City Council
that includes updates on the financial status of the plans, forecasts of pension
costs, and sensitivity analyses showing best and worst case scengrios. This shoutd
be a supplement to the City Manager’s Budget Office’s Five-Year Economic Forecast
and-Revenue Projections for the General Fund and Copital Improvement Program. In
addition, the Retirement Services Department should ensure that each City

Councilmember receive both plans’ Comprehensive Annual Financial Repor'ts
{CAFRs).

The Cty can also improve its communications with plan members regarding the

" plans’ performance and financial health. In addition to the CAFR, some tocal
governments prepare annual summary reports which provide financial and
actuarizl data found in the CAFRs in an easily accessibte format, We recommend
that the Retirement Services Department prepare an annual SUMmMary report to
be distributed ¢o zlf plan members and posted on the Department’s website.

The City Councll Should Receive Annual Updates on the Retlrement Plan's
Performance, Impact of Reforms, and Forecasted Pension Costs

There is a risk that even i the previous recommendations are implemented, .
pension costs may still be unsustainable. As of June 30, 2009, the unfunded
Hability of the plans calculated using the market value of assets totaled $2" biilion,

or-zbout $1 billion more than that using the actitarial vatue of assets. The future
is aiso unpredictabie, and lower than expected investment returns and other
outcomes differing from actuarial assumptions could add to the unfunded liabiliey
as they did in the past.
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Because of the risks posed to the City's financial and budgetary future from rising
pension costs, we believe it is important that Council receive periodic updates on
the retirement systems performance so that they can take further action as
necessary. '

Beginning in 2010, the Retdrement Services Depariment has provided 1 quarterly
investment report of the pension systems to the City Coundil’'s Public Safety,
Finance, and Swrategic Support Committee.  Additional reporting from the
Retirement Setvices Department to the Coundil would build on that work to
ensure that Councitmembers are fully aware of the costs, risks, and performance
of the City's retirement systems. The contents of such reporting should include
an update on the financial status of the plans and forecasts of future pension-
costs, as well as a sensitivity analyses showing best and worst case scenartos.

The City's Budget Office prepares the Five-Yeor Economic Forecast ond Revenue
Projections for the Generol Fund and Capital lmprovement Progrom s part of the
yearly budget process. This report includes information on projected pension
costs, Given the significance of the City's pension systems, we believe that
supplemental and more detalied mformatlon from the Ret:remen: Services
Department is warranted.

Recommendation #5: To ensure the Council is fully informed on the
retirement plans' performance, the impact of reforms, and pension
costs, the Ret:rement Services Department should:

i. Ensure that each Caty Counciimember receive both plans’
Comprehensive Annuat Financiai Report

2, Provide an annual report to the City Councii that inciudes

- updates on the financial status of the plans, forecasts of
pension costs, and sensitivity analyses showing best and worst
case scenarios. This should be a supplement to the City
Manager's Budget Office’s Five-Year Economic Forecast and
Revenue Projections for the General Fund ond Copital
Jmprovement Program.

The Clty Can improve its Communication with Plan Members Regardlng the Plans’
Performance and Financial Heaith

The City's Retirement Services website contains both plans’ CAFRs which contain
a wealth of information about the financial health of the plans, investment returns,
and other information. The OFR website contains the most recent actuorial
valuations and other information. Although the CAFRs and the actuorial vakuations
contzin much information on the retirement plans, it is not presented in a format
that is easily acoess:ble to afl plan members.
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In addition o recommending that local officials prepare and widely distribute
their CAFRs, the Government Finance Officer's Assocdiation also recommends
distributing summary information to all plan participants. According to one such
raport, the “goal of the Summary Report is to provide an easy to read format
that altows members and others 1o quickly assess the financial status of the
retirement systam.” .

The summary reports include such data as:

+ Plan assets and changes .

» . Historical data such as funding ratos, contribution rates, and plan
membership for the previous decade

« Asset aliocattons

. Informatson about current plan membershtp with average ages, years of
service, and other information of both active and retired members

These reports are posted on the plans’ wabsites and often distributad by e-mail
or maii to active and retired membars,

Recommendation #6: To improve communication and understanding
of the financial health of the retirement systems, the Retirement
Services Department shou!d prepare an- anaual summary report
containing current and historical financial and actuarial information to
be distributed to all plan members and posted on the Retirement
T Sarvices Department website,
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Conclusion

Pension benefit increases had dramatic impacts on costs even before recent |
market josses. Now, rising pension costs threaten the City's abiiity to. maintain
service levels, As of jJune 30, 2009, the City's estimated iiability for pension
benefits totated $5.4 billion—$2 biliion of that (on a market value basis) was
unfurded. In addition, the City and its employees face a $1.4 biflion unfunded
liabitity for OPEB benefits. The City's unfunded pension liabiliy has grown
dramadcally in recent years, and the City will continue to face considerable
financial risks from rising pension costs for years to come. Understanding how
we got to this place, identifying the major cost drivers of the City's pension plns,
and assessing alternatives for a sustainable future, are only first steps towards
solving the problem. As we said earlier, it is important to do something about
rising pension costs, and it is important to start now,

RECOMMENDATIONS

Recommendation #l: We recommend the City Council explore prohibiting:
1. Pension benefit enhancements without voter approval

2. Retroactve pension benefit enhancements that create unfunded fiabilities

Recommendation #2: To ensure the reasonableness of the methods and assumptions used in the
retirement plans’ actuarial valuations, we recommend that the City Council amend the Municipal -
Code to require an actuarial audit of such vaiuations every five years if the actuary conducting the

. valuation has not changed In that time,

Recommendation #3: We recommend the City Administration pursue at Jeast one or a
combination of pension cost-contalnment strategies, including:
* Additional cost sharing between the City and employees

. Eiimiﬁar.ing the S.upplemental Retirement Benefit Reserves (SRBRs) or at least
prohibitng transfers In and distribution of “excess earnings” when the plans are
underfunded .

* Negotiating with employee bargaining groups for changes to pian benefits for eXistmg
~employess

+ Establishing a second dier pension benefit for new employeas

* Considering whether to join the California Pubiic Empl'oyees Retirement. System in
order to reduce administr‘a tive <Osts

The Admlmstrat:on should work with the Office of Employee Relations on pomntsal meet-and-
cohfer issues that such changes would present,
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Recommendation #4: - To ensure that pension cost projections for negotiations with employee
bargaining groups are actuarially sound, the Administration should provide the Office of Employee
Relations an ongoing budget for actuarial services,

Recommendation #5: To ensure the Council is fully informed on the retirement plans'

performance, the impact of reforms. and pension costs, the Retirement Services Department
should;

|. Ensure chat each City Councilmember receive both plans’ Comprehensive Annual
Fimancia! Report

2. Provide an annual report to the City Council that includes updates on the financial
status of the plans, forecasts of pension costs, and sensitivity analyses showing best
and worst case scenarios. This should be a supplement to the City Manager's Budget
Office’s Five-Year Economic Forecast ond Revenue Projections for the General Fund and
Copital Improvement Program.

Recommendation #6: To improve communication and understanding of the financiaf health of the
retirement systems, the Retlrement Services Department should prepare an annui summary
réport congaining current and historical finandal and actuarial information to be diseributed to all
.plan members and posted on the Retirement Services Department website.
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SANJOSE = . Memorandum

CAPITAL OF SILECON VALLEY

TO: SHARON ERICKSON " FROM: Alex Gurza
CITY AUDITOR :

SUBJECT: RESPONSE TO THE AUDITOF  DATE: “October 6, 2010
“PENSION SUSTAINABILITY* :

Approv@d <. //Z_\ Date YA /a

The Administration has reviewed the audit of the sustafnébi[ity ofthe City’s- pension systems and
is in gencxal agreement with the recommendations identified in the report,

Public agencies thronghout the state are experiencing similar dramatic increases it costs for
retirernent benefits. The City and employees have experienced a significant increase in
contributions from Fiscal Year 2009-2010 to Fiscal Year 2010-201 1. Given recent actuarial
reports, the City expects contribution yates to rise dramatically in the upcoming years. [tis
projected that the City’s contribution rates will be approximately 45% for the Federated City
_Bmployees® Retirement System and approximately 75% for the Police and Fire Department
Retirement Plan by Fiscal Year 2014 2013.

There will be s;gmﬁcant focus on retirement reform efforis in Fiscal year 2010-2011. To mmatc '
this effort, the City has reconvened the General Fund Structurai Deficit Elimination Stakeholder
Group in order for stakeholders to have input on the goals for retirement reform. In addition, the
stakeholder process will providc an opportunity for education on why retirement reform is
necessary, The reconvening will commence on September 29, 2010, and the work completed by
the Stakeholder Group will be reportted to Councnl in November 2010,

In addition, thete is a ballot measute included in the November 2010, election that if passed
would atlow the City Council to adopt an ordinance to exclude fature City officers and
employees from any existing retirement plans or benefits and to establish retirement plans for
future employees that do not provide for the current minitnum requirements in the City Charter.

InJanuary 2011, the City will be entering into negotiations with virtually all the City’s

bargaining nits. The information provided in the audit report will be information considersd by
the Councii when providing direction to the City Manager regarding retirement reform,
Discussions regarding reticement reform may include the audit recommendations such as second
tier pension benefit for new employees, increasing reficement age, the calenlation of the pension
benefit and additional cost sharing between the City and employecs.
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SHARON ERICKSON .
Oetober 6, 2010

Subject: Résponse fo the Audit of Pension Susiainabli.ty
Page 2 of 2

The City Manager’s Office-thanks the City Auditor’s Office for ifs comprehensive and
informative review of the City’s pension systems that will serve as another source of valuable
mformatmn for the City’s retitement reform efforts.

Alex Gurza
Director of Employee Relations

. For additional information on this report, contact Alex Gurza,
' Director of Emplayee Relations, at $35-8150.
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LABOR UNIONS’ PROPOSAL OF JUNE 18., 2010

Pt

/L%"gw

Effective June 27, 2010 lhrough Juhe 28, 2011, ali employees will make additional retirement eontnbuﬂons in
an amount equivalent to 10% of total compensation effective June 27, 2010, The amounts so confributed will
be applied to subsidize and thus reduca the prior service contributions that the City would otherwise ba
required to maka. The partles specifically understand that this agreement neither altars nor conflicts with the
City Charter Section 1505 {¢) becausa under this agreement, emplayees will be subsidizing the City'’s Section
1505 () required cortribution. This employee retirement contribution is in addition to and apart from the
employee retirement contribution rates established-and approved bythe Federated City Employaes’ -
Retirement System Board. This additional employee contribution shall be reduced by half (50%) effective the
first payrol penod for Fiscal Year 2012

TICLE5S  WAGES AND SPECIAL PAY

§.1.2 ADDITIONAL RETIREMENT CONTRIBUTION

Any portion of the 10% tota com_pensat[on figure not required to reduce prior sewice contributions shall be
applied to subsldize and thus reduce the City's confribution for retiree medicai benéiits, provided however, that -
these additional cantributions made by employees to offset the City's confribution for refiree medical benefits
-shall not affect the establishment of retiree heaith care contribution rates by !he Federated City Employees’
Relirement Systemn Board: _

In the event these additionai employee refirement medica! contributions are not implamented for any reason by
Septermnber 1, 2010, or are ceased for any reason, no additional employee retirement medical contributions
shall be required and the parties shall immed:ateiy reapen for the purpose of determining how the equivalent

- ~maunt of effective total compensation will be achieved. If the partles da not reach an agreement after two

o _gotiation sessions or after negotiating for at faast four hours the union agrees tha City can zmpiement the
foiiowlng .

*“Tha equivaient amountas a percentage of tota! compensat:on wrll be takénas s temporary base pay
reduction with retroactive deductions taken as described abaove. {The equivalent pay % of fofal
compensation ‘ma y be differenf for each bargaining group.) )

i the event that the additional employee reticement and ret!rement medical contributions are not lmplemented
by June 27, 2010, the additional employea contribution will increase on a pro-rata basis over the ramaining
fiscal year pay periods 1o make up for the missed contributions, For example, If the additional contributions do
not begin for the first four pay periods inFiscal Year 2011, the employee contributions for each of the
subsequent remalning twenty-two pay periods of the fiscal year will ba reca!cu[ated fo prov!de for 100% of the
total compeneatien reduction In effect.

n order to implament this prov:snon the City may be required to amend the Federated City Employees’
Retirement Systam by adopling an ordinance amending the San Jose Municipal Code. -

These contributions shall be treated in the sama manner as any other etployee contributions. Accordingly,
these additional empioyee contrib utions will be made on a pre-tax basis through payroll deductions pursuant to
iRS Code Section 414{(h){2) and will ba subject to withdrawat, return and redeposit in the same manner as any
ather employee confributions,

Part-ime employees not in the City's retirement system will receive a base pay reduction effective June 2?
2010 equivalentto the effectwe total compensation reduction provided herem ‘
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Term: 2 years -Jjuly 1, 2010 - July i, 2012

Continue §% émpioyec tax defarred contribution to the Federated Retl_remerii'fl_fi'ié‘é.' ( estlma?

Une
Bf1glio
OE3 lnitzai Proposal to the City of San Jose
| May 17, 2010

inorder to assist the City of $an Jose with their current financlal issues the Operating Englneers praposes the |
foflowlng in order to reach the 10 % concesslon target. )

Year 1

Ernployees will make & 5% tax def;r.fe& contribution in sccordance with 414(h}{2). of tf-u_e Internat-Revenue Services
Codeto the Federated Retirement Fund, This contrlbution is intended to offset City contribu figns on beliglf ofthe
employee. {estimated saving including actuadiatly assumed coniribution ihcreases 7.55%})

Maintain the current pay rates of all employces.
Eltm!nate ol part tme cmptovees within the cfasssf‘catlc:ns oovereé‘ hy Bargaming Unit 61 i Estimaﬁed savings %} .
Continue Step Increase freeze. (Est!mated savlngs 1%] ) -

Al othe_r grw!simjs-offhc 'goiiective bafga}nlhg agregmq'qg,l:pméln In 'efféct_ L . _— N -
Year2 | _ .- . ) _ S

“Savings 7.5%)
sunsets July §, 2012, )

No rehire of part time emphyees. (sstimated savings 3%}

Step increases unfrozen January 1, 203,1. (estimated savings 0.5%}

i

Al new hims after july 1 2011 willbe enmiled in a'vo%untary Benet‘ ts Associatkm (VEBA]

- All other provisions of’the coi!ectiva_ bargainingagreemem femalnh; effect

No full time permanent empléyee 1ay offs for the term of the agreement

Year 1 savings  11.5% -

Ygar 2 savings  11%

"
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OE 3's Last, Best and Final Offer to Cily of San Jose

June 11, 2010

HEAi.'lT{CAﬂE
Effective July 1, 2010; co-pays for ail HMO plans shall be 25 fo[lows
& Office Visit co-pays shall be increased to $25.00
I Prescription Co-pay shali he im:reaSed 10 510 for generic and $25 for brand
name )
C. .Emergancy Room Co—pay shall be increased to $100 - _
d !npat!entjoutpatient procedure shall be Increased to 5100 '

| Pa\}'mentwln-tieu of Health and Bental Insurance
~Effective June 27, 2030, employees who qualify for and participate in the payment- in-
lieu of health and/or dental insurance program will recelve the following per pay period:

Health-tn- L!‘Eli Dental-in-Lien

.if__eliglble for family coverage | $221.84 S 181955
Jnot eiigibie for famiiy covetage' $ 89.09 : ' : $19.95 -

A C|ty emplovea who recaives healthcare doverage asa dependent of anather Clty
empiovee of retiree shall be deemed not eliglb!e for family coverage.

; Adcittlonaiﬂettrement COntribution
. QE3 agreas to making an additlonal pension contribution of 7.5% for 2 years.
The City would reduce its contribution to the Federated Retirement Systembya’ -
commensurate amount and save millions of doilars each year.

Strengthening the Retlremant Systems

The parties agree that tjey shall partk:lpate on an equal bas!s with all other bargaining units .-
in‘their raspective Retire Systems, in a joint Iaboe management study regarding retirement
benefits and the ne’ed to make changes in such benefits for prospective employess. '

The labor manageme nt'study shatt issue a report on possible change by no !ater than Apri! 1,
2011. The me Memorandwin of Agteement shalt then feopen for negotiations aver
retirernent benefits for prospective aemplo vees, The provisions of the no-strike clause of
MOA shall be suspended as applied to these negotiations.
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2011 City of San Jose - OF 3 Negotiations

. QE 3 Proposal - Tetni of Co_ﬁtract and Compensation

The intent of this proposat Is to make the 5% one-time and'5% the ongoing Additional -
Rettrement Contribution front Local 3's 2010-2011 MOA ongoing for a total of 10% ongoing
compensation concession, ) - ’ : '

Dperatlné Englneers Local 3 proposes the following;

« The vacatlon accrual rate shall be reduced by two (2) hours per pay period-during
' the term of this contract, (approxlmately 3% savings)

* Forthe term of this contract, all Local'3 represented employees wilf work a 38 hour
work week. The 2-hours may be banked and may be taken in § hour Increments with .
supervisor approvail and will have mintmal fmpact on service delivery. (approximately
5% savings) S -

. ¢ The 5% ongoing Additiona! Retirement Contribution shali be reduced to 2% for the
 term of this contract. (2% savings), The one time 5% Addltional Retirement -
contribution-wili be aliminated., C o
. » 'The salary step reduction will cease for the term of this contract.

. The term of this C;:mtract_-_z years, July 1, 2011-June 30, 2013

The 10% Total Compensation Proposal is one cemponent of Local 3's péckag_e propasal and -
will be taken in its entirety to the Membership addressing at! outstanding Issues.

Should any Clty emplo'yee bargalning unit, reprasentad or un repfesentéd not provide the
. 10% totai compensation, as directed by City of San Jose City Councll, the samelower .
compensation concesslon, in any farm or manner, will be applied to Local 3 bargaining unit. .

tocal 3 reserves the right to _mociify, edit or amend pmpclqsais during'th'e course of negotiétions
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'- jUnion' Package Proposal #1
o March 24, 2011

Term: July 1, 2011 to June 30, 2013

- Compensafion: - . _ Maln‘taln current base pay
- reduction of 3.35%

5% additional retirement

contribution calculated FY 09/10

base pay

Reopener should any other bargaining group
. concedes tess 10 %

Heafth Care Cost Sharing:  85/15 and City to offer OF 3
‘ - Medical Plans to OE 3 represented
| S . empioyees
Health and Dental in Leu: Agree to City Proposal

Health care Dual Coverage: Agree to-City Proposal

Certificate Pay: " Union Proposa[-'-'
Hollday Pay: . Unlon Proposat
Arbitration Costs: | Union Proposal and costs

associated with Arbitration be
shared equally by Union and Clity

_Safety i . : Unlén Proposal

Documehted Oral Counseling: _ Union Proposal

Local 3 reserves the right to modify, edit or amend proposais durzng
the course of negotiations
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2 Beotherhumd
/) Workers

ARLCIO

Loca! Union No. 332

2125 CANGAS GARDEN AVENUE, SUITE 100
$SAN JOSE, CAUFORNIA 95125 -

Telephone: {408} 269-4332

Date: May 14, 2010
Fax: {408} 979-5500 -

To: Jennifer Schembri
From: Sal Ventura and IBEW-332 Negotiating Team

Re: IBEW 332 Contract Proposal

nor
aH1/5/10
_l-ﬂ'FZf

Our ‘members have heard the public outcry to protect city services and our proposal is designed -

to do just that. IBEW’s 80 members are commitied to help protect city services for San Jose
residents and protect the employces who detiver those services. The IBEW proposal of $571.635
thousand per year exceeds the Council’s 10% General' Fund savings target of $441,390
thousand doHérs. ) - o -

Our Retirentent Systens Stability Proposal accomplishes four key goals:

1. Ax additional 7.5% of our member’s base pay will come off our checks and go into the
federated retirement fund. This additional retirement contributioni will place a higher’
financial burden on our members to fund our retirement. I

2. The City would reduce its retirement contribution for our members by 4 commensurate
7.5%, generating substantial on-going general fund savings for multiple years.

3. Zero wage increasés will. generate. additional savings for the- City in pension costs.

Because the Federated reiirement system assumes our mombers will reccive a 4.25%
raise per year, multiple years of zero wage increases will reduce the city contiibutions
necessary to fund the pension system. :

4. Because our proposal spans-the course of two years, the City will realize ongoing savings

for this fiscal year and the following fiscal year. This is a prudent, long-term fiscal
strategy for the City. :

Effective July 1, 2010, ail unit employees will contribute 7.5% of base pay towards prior serviee

retirement costs. This payment will be made on a pre-tax basis through payroll deduction
pursudnt to IRS Code Section 414(n)(2). This contribution shall be ctedited to an employee’s

individual account for purposes of refunds, where sueh refunds are required or permitted under

the Plan to be given to an employes. This contribution shall texminate effective June 30, 2012,
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- Page 2

IBEW 332 Contract Proposal -

The City would reduce its- requzred rcnremmt cOntrabutmn rate by a commensurate 7.5% for-all .’

umt employses for the tcrm outlined above,

© As was directed by the Clty Councll in adopuon of the March Budget Message for Fiscal Year .
" 2010-2011; “To the extent possible, concessions, from non-sworn, bargaining units should -
primarily he used {0 save non-sworn positions, anci savings fmm the sworn’ ha.tgammg units
_shonld he pnma.uiy be tised to save sworn posumns »t

- As sueh, the City w1l1 utxixze the savmgs generated from the proposal above to follow not jl.lSt N

the létter of the direction given by Councif, but the spirit of the direction given by the.council

. and utilize thcsc savings te save jobs within the IBEW bargammg unit,

Local 332 reserves the nght to add to, nwd 1fy, or délete proposal during mgotxatmns

! March Budget Message for Fiscal Year 2010-201 1, March 12, 2010, Page 7.

SV:jamcfopéiuﬂ29!aﬂ~cio
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SAN JOSE POLICE
____OFFICERS’ ASSOCIATION

1151 North Fourth Streat « San Jose, California 5112 _
Telephone 408-298-1133 « Foesimiie 408-298-3151 + E-Maii@gjpoa.com

" May 17,2010 —
. ‘Cﬂy Maneger .
. ' MA‘( 2 0. 2010
Alex Guiza ‘ _ |
- Directar of Employee Relatlrms ) : : Offcant
City of San Jose _ Employeo Rolations
200 E. Santa Clara Street X

San Josa, CA 95113

Re:  San Jose Poliee Officers’ Association (SJPOA) Package ProposalNo Two

Dear Alex:

We are in recelptaf your letters dated May 5 argd May 7, 2010. We apprecmtc the City’s continued

" -willingness t0 engage with SIPOA. as we 58dk to redwes costs dnd allevists the City’s niling financial

condition in a way that both preserves the greatest mumber of police officer jobs'to protect the citizens

._of San Jose, and avoids cuts in oﬂler City services. Our task isa ohaiiengmg one.

- Torecap, STPOA behcves that its praposai as presentcd, ve:bal ly, on April 26, 20 10 and clarified On"

May 4, 2010, was amajor concessionand went a long way (if not all the way the City wanted)
towards belping the City address its budget difficulties. Under the proposal, we estimate that the
City’s police officers would be sacrificing well in excess of $7 million in fiscad year 2010-11.

During our meetmg of May 6, 2010, the Clty made a counterproposal, Unfortunately, that proposal
gave little ifany ground from the City’s prior packaged proposal—and we are gravely coricerned
about the City’s unwillingness to move af ail from the artificial “10% fotal compensation reduction”

goal it has demanded from the outset of these negotiations.

* Natwithstanding these concers, and the merits of aur April 26/May 4 proposal, STFOA would like to

discuss with the City an alternative proposal. Substantively, it would run along these gcmml lines,

with the specifics to be hammered out at the table:

{0  Thelength of the contract would be for two fyearsl; 2
(3 Therc would be no wage inereases;

O The City would agree to abide by the provisions of the Public Safety Officers’
Procedural Bill of Rights Act (a “no-cosl” ifemy);

(1 The promononal “rule of ten (10)” would change to a “rule of five (5)” (again, at noco 0st 10
the City);
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Alex Gurza
May 17, 2010 -
Pagejl N

a SJPOA mprescntcd employees would make the follomng contractually agreed addmoual
' metaber retlrement contribution: -

o Mcmbers would oonmbute—pre-tax—ﬁvc percent (S%) of their base)] pay which
.. wonld be transferred to the Police & Fire Reiirement System, as an additional
. member oonm'buuou 1o prior service retirement costs. We believe that this would
fpemmt the City to réduce its refirement costs by the same amount—theteby realx'zmg
savings of §7 909 million per vear fo the he City for two years.

o .Addmonal savings o the City of approzamatclv 32 62.5 million per yeai are reapcd
~ from the 0% salary proposal, becanse the Police & Fire Retirement System assume a-
4, 25% annual salary i mc:ease

o The addittonal mt:rcmcm contribution would “sunset" on June 30, 2012.

O Fmaily, thete would be o !ayoﬁ's in the bargammg unit for the durauou of the conifract {as
. uoted in our May 4, 2010 letier, between unfilled positions and expected retirernents, by
August 1, 2010, we expect the City to be opcmtmg with approx:mately 100 fewer pohcc
officer posxtmns with an ongoing cost savings to the City of $18 miltion per year).

Thiis proposal would save the City more than $10.5 m:lhon per vear, and more than $21 million
over ity two-year term. This would be money coming directly out of the pockets of our members,
who are themselves. struggling, ke rnany in these dxfﬁcult economic times, to plOVlde for their
families, in order to hclp the Ctty _ . 3

We enoourage the Crty Counczl to give sttong cons1dcrauon to this proposa] We.are avmlabie o’ mcet
this week to discuss it in more detail,

_ Sinccmly,

GEORGE BEATTIE
P;csidcnt . '

aB

"¢o; Deanna Santana, Deputy City Manager

Aracely Rodriguez, Senior Executive Analyst
- Dave Cavallaro, Deputy Chief, San Jose Police Department
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SAN JOSE POLICE
OFFICERS’ ASSOCIATION

1151 North Fourth Shest » San Jose, Callfornia 96112

Jtme 21,2010

VIA E-MAIL AND U. 8. MAIL

. Alex Gurza -
" Director of Employec Relations

City of 8an Jose .
200 E. Santa Clara Strect
San Jose, CA 95113

RE: SPOA's Conct.:ssionary Proposal Dated 6-21-10

Dear Alex:

Y am writing to inform you that the offer the City rejected from. San Jose Police Officers’
Association’s proposal, made on Friday, June 18 has been modified to a one (1) —year torm.
The City’s rejection on June 18 of our proposal was based, as you explained, on the fact that the
proposal includes a two (2)—year tern, rather then a one (1) ~year term, of diration. We have

decided to ao0ept your proposal 1o have the one’ ( 1) —year term, We hope now that we have a
deal.

Aside from the one-year terin, our proposal made the following concessions:

{1) No wage inoreases :

(2) STPOA bargaining unit members wouid contribute, pre-tax, 5.25%, per aanum, of
their base pay which would be transférred to the Police and Fire Retivement System
as an additional member contribution to prior service retivement costs. (This
" provision would suziset with the expiration of the MOU in 201 13"

3) I-.Icalthcaré Co-pay

»  Effective July 1, 2010 co-pays for all avaxlable HMO plans shall be as follows
»  a Office'Visit Co-pay shall be increased to $25

! Languago that wonld effect the tmplementation of sueh inereased retirement contributions was disoussed in theory

by the City and the POA, and POA General Counset Joha Tennant addressed cancemns you ralsed (1) asto tho

legality of the deductions and (2} as to whather tha ameints would be accurate from the Relireinent Baard achary’s
point of view. Mr. Teanant is praviding yau under separate cover with the precise language discussed which

. addvesses ymr concerns.
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. From: ' Randy Sekany {president@sijt.org)

Sent: ' Tuesday, June 08, 2010 8:18 AM

Yo Gurza, Alax

-Subject: New Proposal from Unions _
Attachments: coalition fetter 8-8.pdf; ADDITIONALGIVEBACKS(1)[1).pdf

;E‘L:Fl [t !
ﬂ, i i

coalitien letter  ADDITIONALGIVES
6-8.pdf (521 ... ACKS{1){1}.pdf ... :
- Geood morning Alex,

Please find attached a cover lettar and new proposal from the coalition of seven bargaining groups. Please be
gdvised that an-original copy will be sent to you and becauss of the time sensitivity of the budgef process
these documents will also be sent electronically to the Mayor and Gity Council.

. Thank you,
Randy

. RandySekany, President :

. San Jose Fire Fighters IAFF Local 230
4th District Vice President
Caltfomia Professional Firefighters--

Privileged And Confidentiat Commurication. - o

This electronic fransmission, and any documents attached hereto, (a) are protected by the Electronic
Communications Privacy Act (18 USCT §§ 2510-2521), (b) may contain confidential and/or iegally privileged.
" information, &nd {c) are for the sole use of the intended reciplent named above. H you have raceivad this
electronic message in error, please nofify the sénder and delete the electronic message. Any disclosure,
capying, distribution, or use of the contents of the information received in arror is strictly prohibited.
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ABMEI

AMSP

June 9, 2010

Alex Gurza
204 East Santa Clara Street
Sanjose, CA 95113

RE: Saving City Services
Additional Coalition Concessmns

Dear Mr. Gurza,

Attached to this letter is a hst of additional cost saving concessions our
coalition of seven unions are making in an effort to save as many services and
jobs from our respective unfons as possible.

Ourincreased concessions are in the spirit of the recent Mercury News
editorial that stated:
“We hope Reed can get city and union negotiators to the table for a
final push to help save hundreds ofjobs - and the critical public
services those workers represent.”

Gur additional concessions will increase what our members pay for heatth
carg, reduce compensation for health in-lieu and begin a time certain dialogue,

- with a contract opexier on retirement benefits for prospective employees.

We understand that you have been unable to do anything other than follow
the current City Council direction. Itis our hope that by presenting these
concessions that you will seek new direction so thatyou will be able to work
withus to collectwely save clty services and the ;obs that support those
services. )

Respectively,

SjPOA, SIFP-Local 230, AEA, CAMP, ABMEI, AMSP, IBEW
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SJPOA, SjFP-Local 230, AEA, CAMP, ABMEI AMSP, IBEW
ADD{TIONAL CONCESSIONS TD SAVE CITY SERVICES
June 9,2010

Dgalthenre Concessiong

All bargaining units in our coalition would agree to:

Hffective July 1, 2018, co-pays for all availsble HMO plans shall be a5 followa:

a, Office Visit COvpay shall be increased to $25

b. Prescription Co-pay shall be increased to $10 for generic and 825 for brand name
¢. Bmezgensy Room Co-pay shatl be increased to $100

d. Inpatient/Oulpeationt procodure Co-pay shall be increased to 3180

Paymeni In-Lieu of Health and Dental Insurance

Employees who qualify for and patticipate in tho pay'rnant-m-heu of health pod/er dental insyrance
program witt reotive fifty pereent (50%) ofthe City's contribution laward thair heafth and/or dotlal
tnsusance at the lowest cost siogla or family planif the entpioyee is cligille for family covarage. The City
will retain the ceniaiaing fifty poroent (50%) of that contribution.

Effective Jum; 27, 20, employees who gualify for and participate in the paymont.in.lien of health andfoy
dental insurancs program will reesive tha faliowing per payperiod:

Health In-Licu Dental in-Licu

.- ifeligibie for familycoverage: $221.84 $19.95

ITNOT eligible far family coverage: $89.09 $19.95

A City employee whe recgives healtheare coverage as a depeadent of snather City
employes or retiree slialf be deemed. not eligible for family coverage. -

Additional Retivement Contribution
SIPOA and 8IFF-Local 230 would agree to making an additional pansion eontribution of 5% for
two-years as descnbed in our previocus offer.

ABA, CAMP, ABME!, AMSP, THEW would agree fo making &n addilional pension contribution
of 7.5% for two-years as deseribed in cur previous offer.

The City would reduce its contribuiion to the réspective retiremoent sysioms by 4 commensurale
am(mni and save millions of dolia:s cach year,

Strengthicning Retiremont S}'ste_.,_ﬁ,

The parties agree that they shall participate, on an cqusl basis w:lh all other bargaining units in

their respective Retirement Systems, in a joint labor-mianagement study regarding retirement
benefits and the need to make changes in such benefits far prospective smployees.

This Iabor-management study shall issue a repart on possible changes by no later than Aprit 1,
20t %, The Memorandum of Understanding shalf then rcapen for negotiations over refirement
beaefits for prospective empleyees. The provisions of the no-strike clause of the MOU shall be
suspended as appiied to these negotiations.
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June 17, 2010

: Honora.blc Mayor aad City Courcil
. City of San Jose

200 East Saata Clara Strcct

San Jose, CA 95113 -

RECEVED .
Ba Jose Ciy CIEIk

'.2316 N 1P 253

" RE: Ratification Votes as Per City Couneil Direstion |

‘ Dea.r Mayor and Comwﬂ,

. We appreciste the w:sdom aud dec-ency of the C:ty Counci magonly that voted to allow UL _
uniong a few more hours to work with C:ty staffon meehng the 10%total comjensation propossl

we oifcmd on Tuesday June 15.

Yestemday, June 16, 20 10 our coalition met with Alex Gurza to “dxscuss" ﬁ:u: attached langusge
that was presented to our respective memberships this morning for ratification. Since there was .
no representation from the 6ffico of the City Attorney at ouf mecnng with Mr. Gurza yesterday, if
is our lope that this language was reviewed by the City Attomey since Mr. Gurza raised
numerous “legal” issucs daring the June 15 City Council Meeting, :

'. Bach of the unions listed below. preseutcd our 10% total compensaﬂon proposal 1o their respective ‘
mcmbcrshlps this morming and each of the undersigned unions have approvcd the attached
language whioh reduces our mcmbm total compensationby 10%. - . S

We respectﬁxlly ask that those-on the City Council that riemonstratad leadership earlier t]ns week
will once again take a leadership role and approve our proposal. It is fime to geton mth the
business of delivering quality city services t our residents and busmt:sses. R

Name_ /0 hy Mukjf\ar
H@—WMM%

ARA! Authorized Sighature

Name T'am _ﬁrr-m.

— :
ABMEI Aathoriz;d Signature

N_am/ eny Aenisg HreKenErE

" CAMP Autborized Signifuce

I&Enmc 'Daiel L. Daupp

SP Authorized Sigaature

Name S:\’b- [}3
B bon

IBEW Authorized Signature
Name_ [ 15L ?@% o 7

LA /%%

QE3 Auﬁlonzcd B
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 BECENED -
dan Jose Gly Clerk -

ARTICLE 6 WAGESANDspEcmL PAY R ' 4 200 P 2: 53

512 ADDIT[ONAL RETIREMENT CONTR!BUTION - - S

Effective June 27, 201 0 through Jxme 23 2011, alt employees will make addmonai reisremeni cen{dbutxens n

“an amount eguivalentto 10% of total compensetton effective June 27, 2010. The:amounts so contributed wilt 5

b applied to reduce the contributions that the City would otherwise be required tomake, This employee
retirement contrbution Is in addition to the employee retirement confributioh rates that have been approved by’
the Fedarated GCity Employees' Refirdment System Boatd. This additional empioyee co ntnbutlon shall ba
reducad by haif (50%) sffectwe the fi rsi payrolf period for Fiscal Year 2012. | S

Note: Additmna! coninbut(ons made by employees do not affect the reﬂree healthcare ratee

These contribuﬁons shali be treeied in tha same manner as any other employee eontributiens Aecordmgly,
these additlonal employes confributions wilt be.mads on a pre-lax Basfs through payroll deductions pursuant to

IRS Code Ssction 414(h}(2) ahd Wi be eubjectto v.nthdrawa!, retum and redeposlt inthe seme manner as any '
- ofher employee conmbuﬂons . .

in the evert thatthe additional empioyea contribuions are not impiemented by June 27, 201 0,'tha addstlenal

employee contribution wilf increase on a pre-rete baeas over the remasmng flscal year pay peneds fo make up

forthe missed confributions.

- For example, fthe addaﬁonel contrlbu{lons do not begin fOr the first feur pay penods in Fiscal Year 2014, the

employee contribytions for each of the subsequent ramaining twenty-two. pay petiods of the fiscal year wﬂf be

- recaleutated fo provide for 100% ofthe total compensation mductien In effeet

The parties understand that in order to implement this prov:smn, an amendment may bs required fothe
Federated City L‘mpioyees Retirement System requirlng an erdinance amending the San Jose Municlpal
Code.

In the evert these addltlena{ empioyee refirement contrib utions are not imp!emenled for any-reason by _
September 1, 2010, or are ¢ceased for any feason, 1o additional employse contributions shait be required and
the parties shafl immediaieiy reapanfor the purpose of determining how the equivaient amuunt of effectlve
total compensation will be achieved,

Part-time empioyees niot in the Clty’e retrerment syslem will recelve a base pay reduction effscﬁve Juna 2?
2010 equwalent tothe. effeclwe total cempensation réduction provided herein.-
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“ITY COUNCIL AGEND
June 17, 2010

Speciat Joint City Council/
Redevelopment Agency Meeting

City Council Agenda Items 1 through 5
. City’s Last Best and Final Offers
AEA, AMSP, CAMP, IBEW, and OE#3

http://sanjose.granicus.com/MediaPlaver.php?view. id=22&clip id=4370.

Christopher Platten responding to question posed by Vice Mayor Judy Chirco.

Vice Mayor Chizco: Yes Fd like to ask Chustopher Platten sf he would come down. This is
probably a question that’s just rhetorical because we’re at the point we're at.

Plarten: Thank you Vice Mayor. Councilmembers, Christoph et Platteny

ouncilmember: Wait a mioute — I think councilmember had a question foryou —a -
- specific question. '

Vice Mayor Chirco: Yeah I was going to say I'd like to ask the question.

Platten: Just identifying myself for the recotd.
Councilmember: Thank you.
Platten: Thank you.

Vice Mayor Chirco:  Were you aware that this could possibly create a problem with the City
‘Charter? ' : '

Platien: I was aware of the Charter, I believe that thete is not a problem and if I'm
permitted to 'l address the questions that have been raised here today as well as the comments
from the Coundil. '

Vice Mayor Chirco:  Because this isn’t — as the Maybr has said, it’s not a debate t's juét
question/ answet so you were awaze but you felt it created a — the ablhty for the City to waive
uh.. :

Dlatien: Let me say three things.
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Vice Mayor Chitco:  Pertaining to my question?

'_Plat_tén: Yes.

Yice Mayof Chsrco: .Mﬁght. : '

- Platten: One. There is no language if you take a look at the Charter section 1504 or 1505
subpatagraph ¢ there is no language in the Charter that prohibits any agreement between
collective bargaining parties to permit ecmployees to subsidize any portion of the employer’s
- conttibution right. No prohibition, no language that says you can’t do that t a collective
bargaining agreement anywhere in the Charrer. Number 2 thé case law and unfortunately we
“have to go all the way back to the great depression, the case law coming from the great
depression and I refer specifically to the case of Seoit ». ity of Los Angeles which I discussed
~ btiefly last might with Mr. Doyle as he indicated to you previously, was 2 case remarkably similar
to this where the City of Los Angeles told its employees that despite their Chaster and ordinance
requirements to pay a certain salary, they did not have adequatc fiscal resources to do so and
requested that the cmployces waive the salary increases for a set period of tme. The cmployees
subsequently sued and the court of appeal found that waiver was effective. That of course was a
1948 decision prior to passage of the Meyers Millias Brown Act which cteated collective
batgaining betweea public employces and employcrs $0 in out ;udgmcnt under the law through
a collective bargaining agreement you may waive a particular provision or right under a Chatter.
Finally number three as [ tried to explain and answer this exact question yesterday to Mr. Guiza,
this is an issue fot of legal technicality but of political will. You have before you a proposal that
clearly even if we were o set aside-and agree for a moment that a cettain portion of the normal
cost would be subsidized by the employees, cleatly the large majotity would not be normal costs
its prior service costs. We also have agreed that if for any ieason the contributions would cease
that we would begin immediate bargaining to provide the city the exact savings to the penny so
the protection is thete for the city if for some reason legally we're wrong about this so that’s the
answer I can give you Councilmember Chirco to your question.
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